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Title:  

Managing the future financial risk of flooding 
IA No: Defra1446 
Lead department or agency: 

Defra 
Other departments or agencies:  

HM Treasury, Communities and Local Government, Environment 
Agency 

Impact Assessment (IA) 
Date: 07/11/2013 

Stage: Final 

Source of intervention: Domestic 

Type of measure: Primary legislation 

Contact for enquiries: 
Nick.Haigh@defra.gsi.gov.uk 
Jodie Crabb@defra.gsi.gov.uk 
 

Summary: Intervention and Options  
 

RPC Opinion: Not in scope 

 
Cost of Preferred (or more likely) Option 

Total Net Present 
Value: 

Business Net 
Present Value 

Net cost to business per 
year (EANCB on 2009 prices) 

In scope of One-In, 
One-Out? 

Measure qualifies as 
 

-£188m    n/a n/a No n/a 

What is the problem under consideration? Why is government intervention necessary? 

To date, flood insurance has been widely available mainly due to agreements between government and 
insurers. Premiums have been kept affordable through an informal cross subsidy, because customers at 
risk have not been differentiated from those not at risk, as information on flood risk has been poor. With 
recent advances in flood mapping, insurers are increasingly able to set premiums more reflective of risk; this 
process has begun. Whilst ultimately, more risk-reflective premiums are economically efficient, if transition is 
too rapid those living at higher flood risk may face increases in premiums which are not compensated by 
reductions in other costs (e.g. mortgages). There is therefore a rationale to improve equity and reduce 
transitional costs.   
What are the policy objectives and the intended effects? 

To ensure the availability and affordability of flood insurance, without placing unsustainable costs on wider 
policyholders and the taxpayer. Doing so will provide assistance to those likely to be disadvantaged by a 
transition to more risk-based flood insurance pricing including any potential “unbundling” of flood risk cover. 
A successful implementation would entail insurance terms adjusting towards risk-reflective pricing at a pace 
that allows choices to be made by policyholders facing long-term increases in insurance costs unless action 
is taken, and avoids any risk of instability in insurance, mortgage and local housing markets. 

 
What policy options have been considered, including any alternatives to regulation? Please justify preferred 
option (further details in Evidence Base) 

Baseline (Option 0) - no intervention - allow free market to develop without transitional measures; 
Option 1 – Do minimum: encourage within-industry measures and open a small fund for local authorities working with 
local partners such as civil society groups and businesses to bid to for funding for “community resilience” measures; 
Option 2 – Set up a subsidised insurance pool for flood-risk properties funded by an insurance levy; 
Option 3 – Offer targeted, limited-duration direct subsidy of premiums for flood-risk properties, funded by an insurance 
levy 
Option 4 –Regulate for the availability of affordable flood insurance through a Flood Insurance Obligation. 
 
The preferred policy approach is option 2 (known as Flood Re), however we are also seeking powers in reserve 
through the Water Bill to regulate for affordable cover (Option 4) should Flood Re prove unworkable or prices in a free 
market prove unacceptable, providing a fall-back. 

 
Will the policy be reviewed?  It will be reviewed.  If applicable, set review date: 06/2020 

Does implementation go beyond minimum EU requirements? N/A 

Are any of these organisations in scope? If Micros not 
exempted set out reason in Evidence Base. 

Micro
No 

< 20 
 No 

Small
Yes 

Medium
Yes 

Large
Yes 

What is the CO2 equivalent change in greenhouse gas emissions?  
(Million tonnes CO2 equivalent)   

Traded:    
n/a 

Non-traded:    
n/a 

I have read the Impact Assessment and I am satisfied that, given the available evidence, it represents a 
reasonable view of the likely costs, benefits and impact of the leading options. 

Signed by the responsible SELECT SIGNATORY: Owen Paterson  Date: 28 November 2013 
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Summary: Analysis & Evidence     Policy Option 1 
Description:  Do minimum: encourage industry measures and set up a community resilience fund for local authorities 
FULL ECONOMIC ASSESSMENT 

Price Base 
Year 2013 
     

PV Base 
Year 2013 
     

Time Period 
Years 10 

     

Net Benefit (Present Value (PV)) (£m) 

Low: n/a High: n/a Best Estimate: n/a 

 

COSTS (£m) Total Transition  
 (Constant Price) Years 

 

Average Annual  
(excl. Transition) (Constant Price) 

Total Cost  
(Present Value) 

Low  n/a 

    

n/a n/a 

High  n/a n/a n/a 

Best Estimate 
 

n/a n/a n/a 

Description and scale of key monetised costs by ‘main affected groups’  

We do not estimate costs for the do-minimum options, which are scalable. On the grounds of economic 
efficiency, costs should be kept proportionate to the exploratory nature of the approaches being taken 
with maximum costs set by the likely economic benefits from keeping households in insurance (see 
below). Based on early pilots however, around £5m over 3 years could fund up to 20 community 
resilience projects such as property-level protection, consumer advice, local subsidy schemes etc. 

Other key non-monetised costs by ‘main affected groups’  

Costs will be the resources made available for any local authority "resilience fund" (to which LAs would 
bid for funding to address local flood risk management issues), plus administrative and staff costs to both 
government and the insurance sector from working on voluntary cross-subsidy measures. 

BENEFITS (£m) Total Transition  
 (Constant Price) Years 

 

Average Annual  
(excl. Transition) (Constant Price) 

Total Benefit  
(Present Value) 

Low  n/a 

    

n/a n/a 

High  n/a n/a n/a 

Best Estimate n/a n/a n/a 

Description and scale of key monetised benefits by ‘main affected groups’  

Benefits will arise from keeping households from dropping  insurance in the transition to a free market, 
thereby avoiding excess housing and health costs where uninsured flood damage occurs. Under a 
"worst case" baseline, around 40,000 households might cease to insure. Option 1 would seek to 
prioritise the ~27,000 of those in the bottom three income quintiles, and could capture a proportion of an 
estimated annual benefit of £4-16m per year associated with keeping these properties in insurance. The 
impact is uncertain however, it may only be local, and is dependent on currently untested approaches. 
Other key non-monetised benefits by ‘main affected groups’  

Households towards the bottom of the income distribution will value financial support (in terms of 
economic welfare) more highly than the "face value" cost would imply - this is known as "equity benefit" 
and arises because an additional £1 at the bottom of the income distribution is worth more than an 
additional £1 at the middle or top.  
 

Key assumptions/sensitivities/risks                                                            Discount rate (%) 3.5 

Benefit estimates are based on a "worst case" transtion under a do nothing scenario, whereby the 
insurance industry moves to fully risk-reflective pricing quickly. In practice there are a number of reasons 
why transition may be more gradual, though this could be monitored and the response scaled 
accordingly. This also assumes insurers will take account of household / community action to reduce 
flood risk when setting premiums. 

 
BUSINESS ASSESSMENT (Option 1) 

Direct impact on business (Equivalent Annual) £m:  In scope of OIOO?   Measure qualifies as 

Costs: 0 Benefits: 0 Net: 0 No NA 
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Summary: Analysis & Evidence     Policy Option 2 
Description:  Subsidised insurance pool for high-risk properties (“Flood Re”) funded by an insurance levy  
FULL ECONOMIC ASSESSMENT 

Price Base 
Year  2013 

PV Base 
Year  2013 

Time Period 

Years  10 

Net Benefit (Present Value (PV)) (£m) 

Low: -601 High: +224 Best Estimate: -188 

 

COSTS (£m) Total Transition  
 (Constant Price) Years 

 

Average Annual  
(excl. Transition) (Constant Price) 

Total Cost  
(Present Value) 

Low  8 

 1   

26 224 

High  12 109 937 

Best Estimate 
 

10 68 580 

Description and scale of key monetised costs by ‘main affected groups’  

Net costs of underwriting the separate pool liability are estimated to be up to £19-98m per year 
compared with covering the same risks under the baseline (where they would be pooled with non-flood 
risks). Administrative cost of setting up the pool (£8-12m), then running the pool (£6-10m per annum) 
plus costs of collecting a levy (~£1m per year) are borne by government and industry.   

Other key non-monetised costs by ‘main affected groups’  

The cost of the levy is excluded as this is a transfer payment. It is estimated that costs passed on to low-
risk insurance customers, to cross-subsidise the pool, do not result in a net reduction in insurance of 
non-flood perils, after accounting for the fact that customers at flood risk returning to the market are also 
insured against these perils (if policies continue to remain “bundled” under the baseline). There is some 
allocative inefficiency from market intervention, though this may be limited over a 10 year period; greater 
if the policy is perpecturally beyond this. 
BENEFITS (£m) Total Transition  

 (Constant Price) Years 

 

Average Annual  
(excl. Transition) (Constant Price) 

Total Benefit  
(Present Value) 

Low   

    

39 336 

High   52 448 

Best Estimate 
 

 46 392 

Description and scale of key monetised benefits by ‘main affected groups’  

There are positive “equity” benefits to those in lower income groups from receipt of effective subsidy, the 
net of negative equity benefits, from providing subsidy to those in higher income groups is £35m per 
annum. The “participation” benefit from keeping people in the insurance market and avoiding the wider 
economic costs of non-insurance is £4-17m p.a. Best estimates are mid-points. 

Other key non-monetised benefits by ‘main affected groups’  

Receipt of effective subsidy is excluded as this is a transfer payment (but gives rise to equity impacts as 
monetised above). A pool would mitigate wider social impacts arising from any rapid increase in 
insurance premiums including the avoidance of localised instability in housing markets and increased 
confidence for mortgage lenders- maintaining mortgage-ability and saleability of properties in risk areas. 

Key assumptions/sensitivities/risks                                                                         Discount rate (%) 

 
3.5 

The key driver of relatively poor economic performance is the additional cost of covering the separate 
pool of high risk, which is uncertain. The option assumes the "worst case" (i.e. immediate) transtion to 
risk-reflective pricing under the baseline. If Flood Re is introduced and the actual baseline transition 
would have been more gradual and/or partial, benefits will be reduced although costs will remain the 
same. All estimates are highly tentative, especially those around avoidance of economic costs of non-
insurance.  
 
BUSINESS ASSESSMENT (Option 2) 
Direct impact on business (Equivalent Annual) £m:  In scope of OIOO?   Measure qualifies as 

Costs: 2.9 Benefits: 0 Net: 2.9 No  N/A 
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Summary: Analysis & Evidence     Policy Option 3 
Description:  Directly-subsidised insurance premiums for high-risk properties funded by an insurance levy 
FULL ECONOMIC ASSESSMENT 

Price Base 
Year  2013 

PV Base 
Year  2013 

Time Period 

Years  10 

Net Benefit (Present Value (PV)) (£m) 

Low: 115 High: 262 Best Estimate: 189 

 

COSTS (£m) Total Transition  
 (Constant Price) Years 

 

Average Annual  
(excl. Transition) (Constant Price) 

Total Cost  
(Present Value) 

Low  12 

1 

10 96 

High  20 16 152 

Best Estimate 
 

16 13 124 

Description and scale of key monetised costs by ‘main affected groups’  

Administrative cost of setting up (£12-20m) and running the direct subsidy scheme (£9-15m per year) 
and collecting the levy (£1m per year), borne by government and industry. This option would not involve 
any separation of flood risks into a distinct pool (as Option 2) and the associated potential for net 
economic costs of covering risks separately. 

Other key non-monetised costs by ‘main affected groups’  

Cost of levy excluded as this is a transfer payment. It is estimated that costs passed on to low-risk 
insurance customers to cross-subsidise the scheme do not result in a net reduction in insurance of non-
flood perils, after accounting for the fact that customers at flood risk returning to the market are also 
insured against these perils (if policies continue to remain “bundled” under the baseline). Some allocative 
inefficiency from market intervention, this may be limited over a 10 year period but will increase over 
time. 
BENEFITS (£m) Total Transition  

 (Constant Price) Years 

 

Average Annual  
(excl. Transition) (Constant Price) 

Total Benefit  
(Present Value) 

Low   

    

31 267 

High   42 358 

Best Estimate 
 

 37 313 

Description and scale of key monetised benefits by ‘main affected groups’  

Benefits similar in concept but assumed to be slightly lower than those for a similarly-scaled subsidised 
pool (Option 2) to account for the possibility that insurers would price more conservatively (i.e. with 
higher premiums) on the basis that they retain the risk rather than cede it to a pool. There is also likely to 
be more scope for insurers not to pass on benefits in full to consumers. An estimated 20% reduction in 
benefit has been assumed compared with Option 2. 

Other key non-monetised benefits by ‘main affected groups’  

Note that the receipt of subsidy per se is excluded as this is a transfer payment (but gives rise to equity 
impacts as monetised above). The scheme would mitigate wider social impacts arising from any rapid 
increase in insurance premiums and the risks of instability from sharp adjustments in mortgage and 
property markets were that to occur. 

Key assumptions/sensitivities/risks                                                                         Discount rate (%) 
 

3.5 

The reduction figure is estimated at 20%As before, the option assumes the "worst case" transition to 
risk-reflective pricing in the absence of action.  If the subsidy scheme was introduced and the transition 
under the baseline would have been more gradual and/or partial, benefits will be reduced although costs 
may not decline. 
All estimates are highly tentative, especially those for avoidance of economic costs of non-insurance. 

 
BUSINESS ASSESSMENT (Option 3) 
Direct impact on business (Equivalent Annual) £m:  In scope of OIOO?   Measure qualifies as 

Costs: 3.0 Benefits: 0 Net: 3.0 No  N/A 
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Summary: Analysis & Evidence     Policy Option 4 
Description:  Regulate for the availability of affordable flood insurance through a Flood Insurance Obligation 
FULL ECONOMIC ASSESSMENT 

Price Base 
Year  2013 

PV Base 
Year  2013 

Time Period 

Years  10 

Net Benefit (Present Value (PV)) (£m) 

Low: -54 High: 134 Best Estimate: 40 

 

COSTS (£m) Total Transition  
 (Constant Price) Years 

 

Average Annual  
(excl. Transition) (Constant Price) 

Total Cost  
(Present Value) 

Low  12 

    

5 55 

High  21 9 97 

Best Estimate 
 

17 7 76 

Description and scale of key monetised costs by ‘main affected groups’  

Administrative cost of setting up (£12-21m) and running a flood insurance obligation (£5-9m per year) is 
borne by government, regulator(s) and industry. This option would not involve the collection of an 
insurance levy to subsidise insurance premiums as in Options 2 and 3. Neither is there any net 
economic cost associated with underwriting a separate insurance pool (as in Option 2). There would 
however be costs of supervising insurers’ performance against the obligation.  

Other key non-monetised costs by ‘main affected groups’  

It is estimated that costs passed on to low-risk insurance customers by insurers to cross-subsidise their 
portfolios do not result in a net reduction in insurance of non-flood perils, after accounting for the fact that 
customers at flood risk returning to the market are also insured against these perils (if policies continue 
to remain “bundled” under the baseline). There is some allocative inefficiency from market intervention, 
this may be limited over a 10 year period but will increase over time. 

BENEFITS (£m) Total Transition  
 (Constant Price) Years 

 

Average Annual  
(excl. Transition) (Constant Price) 

Total Benefit  
(Present Value) 

Low   

    

5 43 

High   22 189 

Best Estimate 
 

 14 116 

Description and scale of key monetised benefits by ‘main affected groups’  

Benefits are those of “Participation” i.e. from keeping people insured in the transition to a free market. 
Assumed to be 85-90% of the maximum theoretical benefit of £6 – £24m per year (the economic cost of 
dropout from the market under the “do nothing” baseline). Scaling factor of 85-90% is arbitrary but 
accounts for the potential for mistargeting due to differences between insurers’ and the regulator’s risk 
models.   

Other key non-monetised benefits by ‘main affected groups’  

Any monetisable “equity benefit” to those on low incomes is uncertain. There is no income-based 
targeting within the regulatory approach – though insurers’ pricing strategies are likely to benefit those on 
low incomes. The scheme would mitigate wider social impacts arising from any rapid increase in 
insurance premiums and the risks of instability from sharp adjustments in mortgage and property 
markets were that to occur. 

Key assumptions/sensitivities/risks                                                                          Discount rate (%) 
 

3.5 

Prices of flood risk premiums are driven down by competition amongst insurers for the obligatory target 
group (to avoid penalties). Exact pricing impacts will depend on the targets set under the obligation, and 
how difficult these are in practice to meet. As with other options, we assume an immediate (i.e. worst 
case) transition to risk-reflective pricing in the absence of action. For this option, however, 
implementation can be held in reserve and the market situation monitored, so that it is only used when it 
is needed. All estimates are highly tentative. 
 
BUSINESS ASSESSMENT (Option 4) 
Direct impact on business (Equivalent Annual) £m:  In scope of OIOO?   Measure qualifies as 

Costs: 4.9 Benefits: 0 Net: 4.9 No  N/A 
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Introduction 

1. This revised Impact Assessment sets out analysis performed by government of options to 
address the issue of availability and affordability of flood insurance during an anticipated period of 
change in the insurance market, primarily arising from improving flood risk information, in light of 
the consultation responses. The government objective and approach received strong support 
during consultation, in light of this, the preferred approach continues to be a subsidised insurance 
pool (option 2, Flood Re), and as a fallback, seeking powers in reserve through the Water Bill, to 
regulate for affordable cover should Flood Re prove unworkable, not meet our policy goals, or if 
prices in a free market prove unacceptable (Option 4).  

2. This impact assessment also takes account of further consultation responses around developing 
the analysis of transition to a free market, the potential impacts of climate change, the impacts on 
property values and the costs of options. We have also extended our assessment of costs and 
benefits to cover both the standard 10 year period and the potential for a longer 25 year period of 
operation (Annex 7) and included analysis of the equality impacts that were taken into account in 
devising the policy (Annex 9). 

 The problem under consideration 

3. The property insurance market in the UK is unusual in the extent to which private insurance cover 
for floods is widely available as a standard peril covered by general property insurance without 
direct government involvement in the market (either through public insurance or ex-post 
compensation)1. This is largely the result of a succession of agreements made between 
governments and the insurance industry that started in the 1960s following a series of major flood 
events. Under these agreements, the industry broadly agreed to make flood cover a widely 
available part of household insurance, in return for an undertaking from government to provide 
adequate investment in flood management measures, particularly flood defences. 

4. The inclusion of flood cover as a standard peril in property insurance is desirable in that it 
provides a single product that satisfies customers’ and mortgage lenders’ needs and avoids 
underinsurance for some risks. 

5. Up until relatively recently, detailed information on the degree of flood risk affecting individual 
properties has not been available. Hence the insurance industry’s side of the agreement was, in 
practice, to provide flood cover for all, and implies a measure of cross-subsidy from those not at 
risk to those who are, which has kept premiums at a reasonable level even for properties at very 
significant flood risk. 

6. Since the 1990s, spatial information on the likelihood of flooding has become widely available 
and has been undergoing continuous improvement. Both public authorities such as the 
Environment Agency, and private companies servicing the insurance sector, have developed 
increasingly sophisticated flood risk models and maps. 

7. The improvements in the understanding of flood risk now make it possible for insurers to 
differentiate premiums based on risk. There are benefits to insurers from risk-based pricing, 
namely more effective underwriting and more competitive premiums for “low” or “no” risk 
customers – though in practice it is estimated that universal pooling of flood risks only adds 2-3% 
to premiums for those at no or low risk. However, there are also costs - for example from 
increased investment in risk models. Insurers are already starting to set premium prices more 
reflective of flood risk and it is reported by the industry that around a fifth of policyholders in flood 
risk areas now pay a premium reflective of their risk2. 

                                            
1 For a survey of international approaches to flood insurance, see Annex 1: International flood insurance comparisons. 
2 ABI Research Brief: Under-pricing of the flood element of home insurance for domestic customers at significant risk. Association of British 
Insurers. Sept 2010 
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8. The existing agreement, the Statement of Principles, between government and the Association of 
British Insurers (ABI) on behalf of the insurance sector came into force in 2000, was renewed 
with revisions in August 2008 and expired at the end of June 2013. There are separate but 
similar agreements for each of the other UK administrations. It commits ABI members to continue 
to provide flood cover for properties where the probability of flooding is below 1.3% (1 in 75 
chance) per year, or there are plans to reduce risk to below this level within the next five years. 
Properties built since 2009 are not covered by the agreement. The full agreement is provided at 
Annex 2: The Statement of Principles. 

9. The Statement of Principles does not include any commitment to constrain the price of insurance. 
Indeed, the agreement states: “the premiums charged and policy terms will reflect the level of risk 
presented and are not affected by this commitment”. But while ABI members have, in theory, 
been free to price according to risk within the current agreement, they have nevertheless stated 
that the agreement has encouraged a continuation of the price cross-subsidisation, perhaps 
reflecting a perceived spirit of the agreement, if not its letter. The ABI has been clear however 
that it does not see a renewal of the Statement of Principles as the long-term solution, for the 
following reasons: 

• The agreement distorts the market by preventing ABI members from withdrawing from their 
high-risk portfolio, while new market entrants or insurers who are not ABI members have no 
such restrictions; 

• A renewal of the agreement would not address the issue of rising premium prices and 
properties that insurers may deem uninsurable at any economic price without government 
intervention. 

10. Movement towards more risk-reflective pricing for flood risks in the property insurance market 
should lead to more efficient insurance provision allowing insurers to select their optimum 
portfolio of risk. This could allow the development of specialist insurers and reinsurers (which are 
already emerging) able to cover the riskier end of the market, expanding customer choice and 
allowing insurers to optimise costs and compete better within their own market segment. 

11. Risk-reflective pricing also provides important signals within the property market, incentivising 
management of flood risk. For example, a high premium for a property at flood risk could 
increase awareness of the risk and encourage consideration of property-level protection 
measures, where that was economically efficient. The history of cross-subsidisation has, up to 
now, blunted such incentives, arguably contributing to a “moral hazard” for properties built before 
2009 (the Statement of Principles does not apply to properties built since then).  

12. In addition, if the current market direction towards more risk-reflective pricing continues, 
eventually we might expect: 

• High insurance premiums to incentivise risk reduction activities, where efficient, which would 
then be “rewarded” by adjustments to premiums. The total Present Value of premium savings 
would need to be greater than the cost of risk reduction for this to be economically efficient; 

• Properties in very high risk situations, if neither insurance nor risk reduction (including 
making properties flood resilient) is efficient, could be recognised as such and action taken. 

• Possibly some adjustment in the housing market, such that housing costs (prices and rents) 
reflect flood risk and associated insurance premiums, to a degree. High insurance premiums 
would tend to be at least partially offset by correspondingly lower house prices and rents. It 
should be noted however that the empirical evidence for differences in house values 
following flooding or variations in bills (e.g. council tax) is mixed at best (see Annex 6: Effects 
of the price of insurance on property values 
 

13. Whilst such an insurance market is likely to be economically efficient and arguably desirable, 
there may be some impacts in the transition to this state: 
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• Increases in insurance premiums (which are not offset by reductions in other costs such as 
mortgage repayments or rents3) may prompt withdrawal by policyholders from the property 
insurance market as a whole, or from cover against the risk of flooding. This could 
compromise households’ ability to deal with the financial impacts of a major loss, not just 
from flooding but from other perils covered by property insurance such as burglary or fire, 
and in the case of mortgagees, could mean contravention of mortgage conditions, with 
knock-on impacts for mortgage lenders. 

• As the market develops we may observe insurers changing the products they offer to allow 
customers to opt out of flood insurance while still having other risks insured. This 
“unbundling” is typical for other markets such as health insurance but also for building 
insurance in some other countries (see Annex 1: International flood insurance comparisons). 
The “unbundled” element would likely be priced at risk – or potentially at a higher level if 
competitive pressures for such unbundled products were less than for equivalent cover in a 
“bundled” package. That said, ABI and other stakeholders have not so far argued that this 
will be the direction of the flood insurance market and we do not observe this occurring so 
far. As such, we assume in this impact assessment that policies will remain “bundled” under 
the baseline. The implications of this assumption do not change many of the conclusions 
regarding availability and affordability of insurance (even if unbundled, flood insurance in 
principle remains available albeit at a risk-reflective cost). That said, unbundling may limit 
adverse impacts for flood risk customers under the baseline if it means they can, at least, 
continue to afford cover for non-flood perils. 

• To the extent that property values do tend to decrease (though as above, evidence for this is 
mixed and such a decrease is unlikely to be significant) there may be impacts for existing 
occupiers at higher flood risk due to increased insurance premiums. Specifically: 

o Existing owners of mortgaged property in flood risk areas may see their property adjust 
downwards in value to account for the increased insurance premiums.  There may be 
difficulties in selling the property unless at a discount, or unless steps are taken to make 
the property resilient. Note however that even if increased insurance premiums feed 
through in full to a downward adjustment in house prices, based on the social discount 
rate, on average this is only likely to amount to a 10% reduction in value which would be 
recovered within 1-3 years. (see Annex 6); 

o Existing owners of properties in flood risk areas without mortgages may also have to bear 
costs associated with increases in insurance premiums and any offsetting reduction in 
property value. For example, homeowners relying on property values for income (e.g. in 
old age) or a subsequent investment may face a reduction in the capital sum available to 
them on disposal. As above however, the fairly modest extent of potential property price 
adjustment estimated in Annex 6 should be noted. 

• For those seeking to buy properties in flood risk areas, mortgage lenders may be wary of 
offering loans where there may be concerned about the impact of increased insurance 
premiums on borrowers’ financial position, especially if house prices are slow to adjust 
downwards to compensate. However, where property markets do adjust (and potential lack 
of mortgagability should in theory hasten this), then the sums borrowed would be less, which 
might mitigate lenders’ concerns. 

Rationale for intervention 

14. Whilst risk-reflective pricing may be economically desirable, the transitional impacts set out 
above imply that there could be significant negative short to medium-term impacts for existing 
occupiers at higher flood risk. The potential for this group having to incur such impacts when they 
could not be foreseen when decisions about where to live were made, prompts an equity 
rationale for intervening to ease transitional burdens. This would facilitate an orderly transition to 
the long-term economically efficient outcome. There is also a potential economic rationale for 
intervention to minimise the consequences of transitional non-insurance in higher flood risk areas 

                                            
3 Even if offset there may be some withdrawal, even though a much smaller one, because of a substitution effect as insurance becomes more 
expensive. 
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as a result of increasing premiums, which could imply certain resource costs on the wider 
economy (such as health impacts and potential increased demands for temporary re-housing). 

15. In practice, there will be a range of impacts on existing flood risk occupiers. For many, the impact 
will be small. For others, impacts may be more significant, particularly for those who find 
themselves in areas of higher flood risk with few resources to deal with rising insurance costs and 
little prospect of bearing the risk without insurance (see later analysis of the The ). 

16. Evidence gathered to date suggests that property insurance products for business are more 
bespoke with less historic cross-subsidy of flood risks across higher and lower risk groups. As 
such, there may be less of a transitional issue. Even if this is not true however, some types of 
business may be better placed to respond to insurance cost increases than households, due to 
greater capital resources, allowing adjustments such as relocation or flood management. Where 
businesses need to be located in the floodplain (e.g. because of access to water bodies for 
abstraction, discharges or transport), there may also be scope to pass on costs to customers 
especially where competitors are also similarly constrained.  

17.  The potential impacts on the more vulnerable parts of the business sector (e.g. small start-ups) 
were considered during development of the detail for the intervention, and further evidence was 
invited during consultation. Post-consultation there remains insufficient evidence to justify the 
inclusion of commercial insurance products in this intervention and this is therefore excluded from 
the policy, the rest of this Impact Assessment therefore focuses on household customers only. 

18. For landlords of rented residential property, we understand that insurance is generally bespoke 
and already takes flood risk into account. As such, the exclusion of landlords from potential 
interventions targeted at households is not expected to lead to adverse impacts for tenants 
(where insurance costs are passed on into rent) whose contents would be covered seperately. 
Though the mobility of tenants will tend to lessen impacts in any case (e.g. potential for “lock in” 
due to negative equity would not apply). 

Policy objective 

19. To ensure the availability and affordability of flood insurance, without placing unsustainable costs 
on wider policyholders and the taxpayer. Doing so will provide assistance to those likely to be 
disadvantaged in a transition to more risk-based flood insurance pricing. A successful 
implementation would entail insurance terms adjusting towards risk-reflective pricing at a pace 
that allows choices to be made by policyholders facing long-term increases in insurance costs, 
unless action is taken. 

The Baseline case (non-intervention) 

20. In the absence of intervention, the current Statement of Principles is not renewed and the 
insurance market can be expected to continue to develop so that insurance premiums 
increasingly reflect flood risk.  This process has already begun. According to ABI estimates4, 22% 
of policyholders at flood risk already pay a premium which reflects actual risk. This leaves 78% of 
policyholders for whom policies are what the ABI would term “underpriced” – that is, paying a 
premium that does not fully reflect the flood risk with implicit cross-subsidisation from other 
policyholders. 

21. Increasing insurance premiums in higher risk areas is likely to heighten awareness of local flood 
risk and provoke additional flood prevention activity by individual households and businesses, 
and by public bodies.  As the exact response is uncertain, no additional risk prevention is 
assumed under any of the options. 

The current situation 

                                            
4 ABI Research Brief: Under-pricing of the flood element of home insurance for domestic customers at significant risk. Association of British 
Insurers. Sept 2010. 
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22. Average UK insurance premiums for buildings and contents cover are currently £176-232 and  
£90-1175 respectively (note however that these products are often bought together at a discount, 
which complicates the picture). A significant uncertainty in any assessment of how the market will 
develop is the speed (see Annex 8) and extent to which insurers will move to fully risk-reflective 
pricing – and the precise nature of the latter (which may include a combination of higher 
premiums, higher excesses and flood insurance being “unbundled” from other perils and sold as 
an add-on to policies).  

23. A further uncertainty is the extent to which some households, who would otherwise want to take 
up flood insurance, have already been priced out of the market by the current partial move 
towards risk-reflective pricing. It could be argued that as there has been nothing to stop insurers 
pricing according to risk already (the Statement of Principles does not constrain insurers on 
price), the experience in recent years is indicative of the likely future pace of adjustment. If true, 
this suggests price increases may be relatively slow (perhaps 2% of flood risk policies each year 
moving to risk-based terms). There are theoretical reasons to suggest that any adjustment 
towards risk-reflective pricing may be either slow or even partial: 

• Assessing flood risk for each property involves a cost to assess the risk and determine terms; 

• Even where insurers do make assessments, the science of predicting flood damage at 
individual property level, whilst improving, is still uncertain. This is especially the case for 
surface water flood risk. The reputational damage from over-inflating premiums may lead 
companies to decide that it may not be worth a move to full risk-reflective pricing in many 
cases; 

• Insurers may decide that making a loss on the flood component of household insurance is 
worthwhile if a customer’s business is profitable overall, and the alternative is the loss of the 
customer altogether. 

• More generally, at least one study of the competitive structure of the insurance industry 
suggests that there may be incentives for companies not to depart radically from established 
pricing conventions, though this has not been empirically tested6 

 

24. The extent to which the above considerations might make any move to risk-reflective pricing 
relatively gradual is difficult to determine, since insurers’ pricing strategies are necessarily 
commercially sensitive. The likely speed of adjustment if the market is allowed to operate freely is 
a key uncertainty affecting choices about policy interventions in flood insurance. If the market 
would actually be subject to a relatively orderly natural transition for the reasons above, then 
intervening would be inefficient and could even hasten an artificially rapid adjustment by insurers, 
which in turn could heighten transitional costs if the policy response turns out to be less than 
effective. In other words, intervening runs the risk of making matters worse. The issue of how the 
fundamental uncertainty in a free market transition affects costs and benefits of potential 
approaches is discussed further throughout this IA.   

The scale of flood risk and deprivation in England  

25. As a first step, we estimate the total population of English households within river and coastal 
flood risk (probability) bands, and how these break down into quintiles (blocks of 20%) of the 
Index of Multiple Deprivation scale. The results of this analysis are shown in Figure 1 below. In 
summary, 2.4 million properties in England are at some risk from river and coastal flooding. Of 
these ~1.8 million are households. Of these, ~900,000 are at “low” risk7, ~600,000 households 

                                            
5 Source: AA British Insurance Premium Index , January 2013.  Ranges are based on “shoparound prices” vs. “market average quoted 
premiums”.  www.theaa.com/newsroom/bipi/201301-bipi.pdf 
6 Kesternich and Schumacher “On the Use of Information in Repeated Insurance Markets” Discussion Paper No. 280, Discussion Paper Series 
of SFB/TR 15 Governance and the Efficiency of Economic Systems. University of Munich, Germany 2009 
7 “Low” risk in the EA’s National Flood Risk Assessment is defined as an annual probability of flooding of 0.5% (1 in 200) or less. “Moderate” 
risk is greater than 0.5% (1 in 200) but less than 1.3% (1 in 75). “Significant” is greater than 1.3% (1 in 75) but less than 5% (1 in 20). “Very 
significant” risk is an annual probability of flooding greater than 5% (1 in 20). Modelling validated most robustly at the ‘significant’ level of risk. 
Source: Environment Agency National Flood Risk Assessment (NaFRA) for England, 2009 and Index of Multiple Deprivation (IMD) for England,  
March 2011. 
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are at “moderate” risk6, just under 200,000 are at “significant” risk6 and ~120,000 households are 
at “very significant” risk6. Of the latter, ~12,700 are in the most deprived quintile.  

26. These initial descriptive statistics are based on modelling of river and coastal flood risk only, and 
do not include properties at surface water flood risk. It is estimated that the total number of 
properties (households and non-residential buildings) at some risk of surface water flooding is 
~3.8 million, giving a total population of properties at some risk of any type of flooding of ~5.2 
million.  (2.4m from rivers and the sea, plus 3.8m from surface water, less 1m at risk from both 
sources). About 4m of these 5.2m properties are estimated to be households. 

Figure 1: Households at river and coastal flood risk by deprivation band. Source: Environment Agency 
National Flood Risk Assessment (NaFRA) for England, 2009 and Index of Multiple Deprivation (IMD) for 
England,  March 2011. 

 

Worst-case scenario: financial impacts on households 

27. Analysis has been conducted based on data from a leading insurer and other industry sources to 
estimate the impacts on households of a “worst case” baseline scenario that entails a rapid move 
by insurers to risk-based pricing. Industry data has been subject to independent review 
commissioned jointly by government and the ABI8. The analysis assumes, based on evidence 
from markets like Germany which are close to being “free”, that insurers are mostly able to 
continue to make insurance available9, including through the use of measures such as 
commercial reinsurance, but at a price reflective of the risk, which may or may not be affordable. 
The baseline option does not include any behavioural response to increased premiums e.g. 
activity to reduce risk and hence reduce insurance costs. This analysis, reported below: 

• Is based on current and risk-reflective (technical) insurance premiums for UK households at 
flood risk, including from surface water; 

• Uses data on insurance take-up by income decile (blocks of 10%) to account for existing non-
insurance. 28% of the bottom income decile have buildings insurance compared to 87% in 
the top decile largely due to home ownership rates; 

• Links premium increases with income estimates to calculate the proportionate impacts on 
household incomes (accounting for non-insurance); 

• Assumes an immediate move to fully risk-reflective pricing by insurers (i.e. worst-case). 

                                            
8 Independent review of flood insurance analysis, Prof Stephen Diacon, May 2013. 
9 Based on the German market, risks up to a 10% annual chance of flooding would appear to be commercially insurable. See Annex 1. 
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28. More information on the methodology underlying the analysis of premium and household 
affordability impacts is in Annex 3: Affordability of insurance premiums under the baseline. 

29. Results by income group are presented in Table 1 below. The results suggest that under a “worst 
case” transition, around 600,000 households may see some upward adjustment in “technical 
premium” (i.e. that calculated actuarially before considering other pricing factors) during a move 
to risk-reflective pricing. This compares with the total estimated number of households at some 
flood risk from any source of about 4 million (see paragraphs 25-26). Two-thirds of these 600,000 
households will face price rises as a proportion of their disposable income of below 2% 
(~400,000 households). A further ~173,000 households are estimated to face price rises of 
between 2-5% as a proportion of income. The group of householders facing price rises of 5% or 
more of their income are estimated to be ~28,000.                                                                                                                             

Table 1: Number of households experiencing impacts on their disposable income in a move to fully risk-reflective 
pricing (worst-case rapid adjustment). Data disaggregated by income quintiles. Source – Insurance industry data 
on flood premium costs and HMT data on household income. 
 

Impact as % of income Income 
Bottom 
(0-20%) 

quintiles: 
Second 
(20-40%) 

Third 
(40-60%) 

Fourth 
(60-80%) 

Top 
(80-100%) 

Total 
 

x < 2% 19,000 48,000 90,000 126,000 118,000 401,000 

2% <= x < 5% 33,000 48,000 39,000 14,000 39,000 173,000 

5% <= x < 10% 17,000 11,000 0 0 0 28,000 

Total 69,000 107,000 128,000 140,000 158,000 601,000 

of which 2% or more 50,000 59,000 39,000 14,000 39,000 201,000 

Note: figures are rounded to nearest 1,000 given significant uncertainties in the analysis 

Worst-case scenario: impacts on insurance take-up 

30. As insurance premiums increase, there will be a tendency for insurance take-up to reduce, 
following the normal relationship between price and demand. This effect may be constrained by 
the requirement imposed by mortgage lenders for buildings to be insured. Nevertheless, not all 
properties are mortgaged and even where they are, there may be property owners who choose 
not to continue insuring (which would be in breach of mortgage conditions). 

31. The proportion by which the quantity demanded of a good declines for a given proportionate 
increase in price, is called the price elasticity of demand (PED). PEDs can be estimated 
empirically using econometric techniques and those for many goods and services are reported in 
the academic economics literature. For insurance products however, the extent of evidence is 
fairly modest and we are not aware of any peer-reviewed studies from the UK insurance market. 
Much of the literature on PEDs for insurance products relates to health insurance in the United 
States. However, three estimates of PED for household insurance have been found as part of a 
literature review. One10 relates to flood insurance in the United States, which is highly price 
“inelastic”, with a PED of -0.32. This means that for every 1% increase in price, take-up can be 
expected to decline by only 0.32%. Another US study11 estimates the PED of private household 
insurance (including catastrophe cover) at between -0.86 (New York, moderately inelastic) and -
1.08 (Florida, slightly elastic). Finally, an Australian study12 differentiates between buildings and 
contents insurance and gives PEDs of -0.1 (highly inelastic) and -0.75 (moderately inelastic), 
respectively. 

32. So whilst there is uncertainty in estimates of PED in the literature, there is reasonably strong 
evidence that insurance is a relatively price-inelastic good. We use the Australian estimates from 
Tooth (2007) to inform an approximate estimate of the possible extent of reduced insurance take-
up under the “do nothing” scenario, in the absence of knowing the true demand function for 
property insurance in the UK (see Box 1 overpage). 

                                            
10 Browne and Hoyt (2000), as cited in Grace et al. (2004) – see next footnote. 
11 Grace, M. F. et al (2004), Homeowners insurance with bundled catastrophe coverage, Journal of Risk and Insurance, Vol. 71 No. 3. 
12 Tooth, R (2007), An analysis of the Demand for House and Contents Insurance in Australia (A report for the Insurance Council of Australia), 
reported in the Council’s Submission to the Review of Australia’s future tax system, October 2008 
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33. The assessment of the impact of a “worst-case” move to risk-reflective pricing on the take-up of 
buildings insurance, by income quintile, is presented in Table 2  (page 17). The analysis has 
been restricted to buildings policies as withdrawal from these policies is felt to involve the most 
significant economic impacts (see later sections). However, withdrawal from contents policies 
would also be expected (indeed the evidence (e.g. the Tooth study) suggests that contents cover 
is likely to be more price sensitive). Table 2 is based on average buildings premium estimates 
from industry sources, consistent with the affordability analysis presented earlier in this section. 
Based on ABI (2010), we assume 78% of households are currently paying an average premium 
(i.e. not reflecting flood risk), and the average increase in premiums under the baseline scenario 
will be around 100%13. Based on buildings insurance price elasticities which average -0.1 across 
the income distribution, there may be a decline in take-up of insurance of around 7% amongst 
higher risk households. 

 
The Price Elasticity of Demand is defined as the proportionate change in the quantity demanded for a 

product per proportionate change in its price. For “normal” goods and services, quantity demanded 
declines as price increases so elasticity estimates are negative. A figure of greater than -1 
(e.g. -0.5) indicates “inelastic” demand – that is, for a 1% increase in price, demand declines by 
less than 1% (0.5% in this example). A figure of less than -1 (e.g. -1.5) indicates “elastic” demand, 
where quantity demanded changes by more than the proportionate change in price. Price 
elasticities are typically different at different price levels (points on the “demand curve” which 
describes the relationship between price and quantity demanded). 

Estimating price elasticities for insurance products is less straightforward than for some other products. 
Insurance is a service, often simply taken or not (e.g. buildings insurance), so the “quantity 
demanded” is not always easy to define. There is also debate in the literature about what 
constitutes the “price” of insurance – given policies will have a package of terms including 
premium, excesses and so on. Any differences in the degree of “bundling” of different risks (flood, 
fire, theft, legal protection, loss of income etc.) together in one product also complicates the 
picture. These issues suggest general caution is needed when considering the “price elasticity of 
insurance”. 

In forming a view of the possible responsiveness (elasticity) of demand for home insurance to price 
changes, we have started with the Tooth (2007) estimates for the following reasons: 

      a) there is a differentiation in the Tooth study between buildings and contents insurance. For this 
impact assessment we have focussed on the impacts of reduced holding of buildings insurance, 
since this would seem to have the most material wider economic impacts (as distinct from a lack of 
contents cover); 

      b) estimates reflect a high degree of compulsion over the holding of buildings insurance for mortgage 
purposes, which is also the case in the UK; 

      c) Tooth differentiates elasticities for take up (yes/no decision), versus deciding on expenditure 
levels, in a two stage decision framework. We are most interested in the decision on whether to 
insure or not irrespective of the quantity purchased (which is not so relevant to buildings cover 
where repair or reinstatement can largely be viewed as either covered or not), and assessing this 
at the aggregate level – i.e. how many households across the country might choose not to insure if 
prices increase; 

      d) the Australian model for flood insurance is broadly a free market one similar to that of the 
“baseline” scenario in this impact assessment. Clearly however, key differences between Australia 
and the UK remain – notably the underlying nature and extent of flood risk – which should be 
noted. 

                                            
13 See the table 4for more details of estimated current prices and those under a worst-case risk-reflective scenario. 

Box 1: Price elasticities for insurance 
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The basic Tooth estimate of elasticity of -0.1 for buildings insurance has been varied by income band 
using results from an econometric analysis conducted by Defra of UK household insurance data 
taken from the 2010 ONS Living Costs and Food survey. This analysis has derived an indicative 
UK-specific demand function with associated price elasticities by income band. We have retained 
the average Tooth figure as a central estimate, but used the Defra analysis (around -0.4) to inform 
proportionate variation in elasticity by income band. Sensitivity analysis is then applied. Further 
analysis will be undertaken before implementing any policy approach to validate as much as 
possible, the estimated demand function for insurance. Note that issues such as the potential for 
“unbundling” of flood cover further complicate the analytical picture. Further review of the literature 
will also be undertaken for any new evidence on insurance demand and elasticities. 

In the meantime the general uncertainty surrounding elasticity estimates – and their use to 
approximate a fully-specified demand function over large price changes - is highlighted. 
(See the main text for further discussion of analytical uncertainties) 

34. It should be noted that if the general price elasticity estimate is doubled (made more elastic) – a 
small change in absolute terms - the range of reduction in take-up also doubles. This shows that 
estimates of reduction in take-up are quite sensitive to changes in estimated elasticities. One 
further caveat with this analysis is that price elasticities are generally only calculated in respect of 
fairly small changes in price, and for a “normal” (convex) demand relationship, will tend to 
overestimate response for large changes in price14. For all these reasons, the estimates should 
be viewed with caution. 

Worst-case scenario: impacts of non-insurance 

35. Systematic evidence on the net impacts of suffering flooding whilst uninsured (compared with a 
situation where insurance is held) is difficult to come by. It is assumed for this Impact 
Assessment that the impacts felt by a flooded household without insurance are likely to be: 

i Lack of habitable living accommodation for an extended period. Observation from flood 
events  shows there is variation in the time people are out of their homes depending on 
issues such as access to good quality clean-up and building services and we assume that 
holding insurance will facilitate access to these services; 

ii. Adverse health impacts, notably from stress. Studies such as RPA (2004)15 highlight the 
variation in health and stress effects arising from different flood experiences; 

iii. Potential loss of employment due to i) and/or ii). 

36. These are impacts which can be mitigated (though in the case of i) and ii), probably not 
completely eliminated) by the availability of insurance (particularly buildings cover). Where 
insurance is not available to the household, there is likely to be a cost to “UK plc” (and in practice 
the state) from: 

i. Provision of alternative accommodation for those made homeless (local authorities) 

ii. Provision of healthcare (National Health Service) 

iii. Unemployment-related benefits (Department for Work and Pensions) 

37. The provision of alternative accommodation and healthcare include real resource costs to the 
economy, as the need for these resources is exacerbated by not having insurance for flood 
events (e.g. alternative housing is likely to be needed for longer than if insurance is held). We 
assume that any loss of employment is a transfer payment so, whilst a cost to government, it is 
not a net economic cost to the nation. The rationale being that since loss of employment in these 

                                            
14 This is one reason why we have erred on the side of using the more inelastic central demand elasticity from Tooth (2007) rather than adopt 
the more elastic (but not yet fully validated) Defra central estimate of -0.4. 
15 The Appraisal of Human Related Intangible Impacts of Flooding, FHRC and Risk and Policy Analysts, 2004 (Defra R&D report FD2004/TR) 
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circumstances is likely to be made up by others, there will be no net change in activity within the 
economy16.  

38. Other resource costs may arise which are not borne by the state. For example, costs associated 
with not dealing with flood damage promptly or effectively (e.g. the rotting or corrosion of building 
fabrics due to ineffective drying). Arguably these are unlikely to translate into national economic 
costs, unless they increase the likelihood of a property becoming uninhabitable again in the 
future, or more permanently. 

Monetising the impacts of drop-out from the insurance market 

Requirement for alternative accommodation over longer periods 

39. According to the leading industry manual The Benefits of Flood and Coastal Management (the 
“Multi-Coloured Manual”, Flood Hazard Research Centre 2005 as updated), 64% of households 
who experience flooding seek alternative accommodation for an average of 22 weeks. For 
households not managing flood risk through insurance (or having resources to self-insure), it is 
assumed that the period for which alternative accommodation is required is longer. Assuming the 
national average rental value for a dwelling (Source: DCLG statistics), and that the extra period of 
time for which accommodation was required (over and above the “average” case) is one year, the 
additional cost of alternative accommodation for each non-insuring household would be ~£6,000. 
The time period of one year is based on anecdotal evidence, in particular that one year on from 
recent major floods, there has remained a number of households who have not yet been able to 
return to their homes, some of whom remain out of them for some further period. 

40.  Alternatively, given that conventional temporary accommodation is often in short supply after 
flood events, local authorities often use caravans to accommodate displaced families (often in 
their own gardens where possible). Authorities tend to purchase new caravans and then dispose 
of them on the second-hand market once they are no longer required. A web survey17 of new and 
used prices for larger caravans (4-6 berth) suggests new caravans average around £20,000 and 
used ones (of good quality and only a year or two old) about £10,000. So the net cost to a local 
authority might be in the region of £10,000 per “non-managing” household. Taking an average of 
the fixed building and caravan costs (in the absence of firm evidence on the relative uses of the 
two types of accommodation, and erring towards being conservative) suggests a cost per 
household of £8,000. 

Health 

41. In The Costs of the 2007 floods in England (EA Evidence Reports 2010), the Environment 
Agency summarise results from an earlier study18 of the willingness to pay (WTP) to avoid the 
health and stress effects of flood events, which suggest that the per-household WTP to avoid 
infrequent flooding (e.g. the residual risk implied by a typical urban flood defence scheme) is 
about £200 per year, or £4,700 as a capitalised present value sum, calculated over the typical life 
of such a flood defence scheme (taken to be 50 years). Note that “health and stress effects” here 
are those arising from factors such as anxiety and post-traumatic stress, which may be 
influenced by different degrees of insurance, and do not include injury or death arising directly 
from flood events (which are not). Assuming a typical standard of protection of an urban flood 
defence scheme is up to 1% (i.e. it provides protection against events more probable than the “1 
in 100 ” annual chance flood), the figure of £4,700 can be loosely regarded as the Willingness to 
Pay to avoid, on average, “half a flood” (1/100 x 50)19. In turn this means that average WTP to 
avoid one flood event is double this amount, or £9,400. However, this estimate relates to the 
avoidance of a “normal” flood experience, which is likely to involve insurance. 

                                            
16 It might be argued that the cost of actually raising the public finance to meet transfer payments like unemployment benefits implies a cost on 
the economy (opportunity cost of public funds), but this effect has not been included. To the extent this applies, the costs of non-insurance could 
be higher. 
17 Using the new and used caravan search facility at www.chichester-caravans.co.uk, accessed 29/3/2012. 
18 The Appraisal of Human Related Intangible Impacts of Flooding, FHRC and Risk and Policy Analysts, 2004 (Defra R&D report FD2004/TR) 
19 This is a highly simplified assessment which assumes there is only one “above design” event, which has a probability of 1%: in reality there 
will be a distribution of flood events less probable than 1:100 years. This means the actual expected “fraction of a flood” will tend to be higher; 
this makes the assessment of baseline health impact conservative. 
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42.  Without insurance, health impacts will potentially be greater. Using a similar scaling-up factor as 

for accommodation costs (52/22, in that case relating to weeks20), an estimate for the implied 
extra cost of health impacts in an uninsured situation (over and above an “insured” one) would be 
£12,800. This is calculated as (£9,400 x 52/22) - £9400. The health and stress impacts included 
in this assessment relate only to flood events actually occurring, and not the anxiety associated 
with the anticipation or threat of events. Such anxiety is likely to be exacerbated in the absence of 
having insurance cover. As such, the assessment of health costs from non-insurance may be 
understated. On the other hand, it could be argued that anxiety associated with anticipating 
flooding is already embodied in the price elasticity for insurance – i.e. it is the threat of not being 
covered which contributes to insurance being fairly price-inelastic. 

 
Aggregate monetary estimate of the impacts of non-insurance under the “worst case” baseline 

43. The above monetary estimates suggest that the economic cost per “non-managing” household 
(i.e. one neither insuring nor able to self-insure) of a significant flood event might be in the region 
of £21k (£8k + £12.8k, rounded)21. Combining this estimate with the earlier figures for potential 
reduction in insurance take-up, and numbers of households likely to experience flooding, a 
broad-brush estimate of the aggregate “UK plc” cost from declining insurance affordability has 
been assembled. This is set out in Table 2 below. It should be noted that this is only in relation to 
a decline in buildings policies – there may also be economic costs associated with not having 
contents cover (particularly for items such as furniture, domestic appliances etc.). In addition, the 
more general caveats from the analysis of reduction in take-up (see Paragraph 35) should be 
recalled. 

 
Table 2: Indicative aggregate annual economic cost of a decline in insurance affordability 
 

Impact as % of income Income 
Bottom 
(0-20%) 

Quintile: 
Second 
(20-40%) 

Third 
(40-60%) 

Fourth 
(60-80%) 

Top 
(80-100%) 

Total 
 

Households facing some 
buildings premium 
increase 

62,100 93,480 116,190 139,620 157,770 569,150 

PED -0.17 -0.10 -0.09 -0.08 -0.07   
Decrease in households 
taking up buildings 
insurance 

-11,230 -9,100 -6,730 -4,690 -8,470 -40,230 

Proportion of those 
properties flooding p.a. * 

1.4% 1.4% 1.4% 1.4% 1.4%   

Extra uninsured homes 
flooded each year 

160 130 90 70 120 560 

Aggregate "UK plc" 
cost p.a. 
@21k/household (£m) 

          ~12 

 
* Average probability of flooding for those 600,000 homes seeing some increase in their buildings premiums is estimated to be 1.4%. This is 
based on an analysis of risk-reflective premiums for a sample of these households (from industry) and an industry estimate of the average size 
of a buildings insurance claim after flooding of £40,000. 

44. Out of the 570,000 households expected to face some increase in their buildings premium22 
(though the majority of these will be small increases), we estimate that around 40,000 
households may decline to take up buildings insurance cover under a worst-case transition. Out 
of these, around 27,000 are in the bottom three income quintiles. Using an estimate that around 
1.4% of the households facing some increase in premiums may experience flooding each year 
(see footnote to Table 2) this suggests that a little under 600 households that choose not to 
insure might be expected to flood in any given year. At an economic cost of £21k each (43), this 

                                            
20 See paragraph 9. With insurance, households are out of their homes for an average of 22 weeks; the assumption without insurance is that 
they would be out for one year (52 weeks). 
21 This is about the same as the typical damage to property fabric and contents from a significant flood event (around £20k per household 
flooded). 
22 Out of a total number of households facing some increase in buildings and/or contents premiums of about 600,000. 
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suggests an annual UK cost of about £12 million. This cost will tend to decline over time, as 
households adjust and current residents in flood risk areas are replaced by new occupants who 
may find insurance more affordable, e.g. if they have paid a little less for their houses or have 
otherwise taken account of the potential for higher insurance premiums in financial planning. 

45. This estimate of the economic cost of households not insuring is based on a number of 
assumptions, particularly with respect to the proportion of households ceasing to insure, and the 
proportion of these likely to flood each year. In particular, the latter could feasibly range from 
0.7%-2.8% given differences in parameters affecting the annual probability calculation (notably 
the average claim assumed within risk-reflective premiums used to derive it – see the footnote to 
Table 2). 

46. As such, a plausible range in estimate might be around £6-24m for the annual “UK plc” 
economic cost of households no longer being insured for flooding. This estimate, which relates 
only to buildings policies, does not include any costs of non-insurance arising from other perils 
which would also no longer be covered where buildings policies are no longer held e.g. fire and 
burglary. Around two-thirds of the range of impact (i.e. £4-16m, or £8m as a central estimate) 
arises due to households in the bottom three income quintiles. 

47. In principle, the impacts of a reduction in insurance demand from households at flood risk may 
need to be offset by any benefits of an increase in demand from households at no (or very low) 
flood risk, if the cessation of cross-subsidy of flood premiums leads to a material reduction in 
premiums for the latter group. Industry sources have estimated the value of the cross subsidy for 
the 500,000 households at highest-risk of flooding to be broadly £180m, which equates to 2-3% 
of total premiums or about £10 per combined buildings and contents policy for the low/no risk 
group. At the average price elasticity of -0.1, a 2-3% reduction in total premium would equate to 
an increase in demand of 0.2-0.3%.  

48. There are about 17 million owner-occupied households in the UK (Source: ONS). Excluding the 
600,000 at measureable flood risk and assuming (say) 90% of these have home insurance, the 
current base level of demand would be around 14.8 million policies. The increase in demand 
might therefore be somewhere between 30,000-44,000 households taking out policies.   

49. These households are not at flood risk (or at least not at flood risk significant enough to result in a 
detectable increase in premiums under “do nothing”), so there is no benefit in terms of avoided 
economic costs of non-insurance for floods, but they are at other risks (such as fire, theft, 
subsidence etc.). So there may be some economic benefit associated with these households 
being covered for these risks. However, at the same time as these households enter the 
insurance market, about 40,000 higher flood-risk households leave it (as estimated above) and 
these are also subject to the non-flood perils (fire, theft, subsidence etc.). Assuming that such 
risks are evenly distributed amongst homes at flood risk and those not, then the net impact is 
broadly offsetting (perhaps a small net reduction in “other perils” cover taking a mid-point 
estimate). In addition, there is the reduction in cover for the flood risks of 40,000 homes.  

50. For the analysis in this Impact Assessment, we therefore assume that the “other perils” impacts 
are broadly offsetting under the do nothing option and therefore also under the “do something” 
options which broadly seek to re-formalise the cross-subsidy under the Statement of Principles. 
We accept though that this calculation is based on a number of high-level assumptions23  

Accounting for existing investment plans and new properties moving into risk 

51. The analysis of the baseline scenario assumes that flood risk remains the same over time. It 
does not take account of plans by flood risk management authorities (notably the Environment 
Agency) to invest in new or replacement flood defences and other management measures. 
Neither does the analysis take account of changing flood risk due to deterioration of existing flood 
defences, climate change or development in flood risk areas.  

                                            
23 One assumption is that policies remain “bundled” under the do nothing option. To the extent that flood cover is “unbundled” from other perils, 
then there may be a net increase in cover for other perils if those priced out of the market for flood insurance nevertheless continue to insure 
other perils with a separate policy.  
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52. Investment in flood risk management will create the conditions for insurers to revise premiums 
downwards in the light of reduced risk. Offsetting this effect will be the fact that any “new” 
households shifting into flood risk (or experiencing greater flood risk) because of climate change 
or other reasons may see upward pressure on premiums. The significant uncertainties in these 
factors, the relatively short term transitional nature of measures being considered and the 
Environment Agency Long Term Investment Strategy whose aim is to match the lower climate 
change scenario (see Box 2 overpage) suggest that the assumption of no change in flood risk is 
a reasonable one for comparing options against the baseline scenario. 

 

Summary of the baseline case 

53. A summary of the analysis of the baseline option, under a worst case scenario where insurers 
move immediately to a position of full risk-reflective pricing, is given in Box 3 overpage. 

 

• Against a backdrop of 4 million households at risk of flooding (from all sources) in England, some 
600,000 households might be expected to experience some increase in insurance premium, in a 
situation where transition to risk-based pricing is full and immediate. For some 400,000 of these 
households however, increases are likely to be relatively small (below 2% as a proportion of 
income), reflecting the proportion at low or moderate flood risk. 

• Households facing increases in insurance premiums likely to amount to 5% or more of income 
could number around 28,000. All of the households in the latter category are likely to be in the 
bottom 40% of the income distribution. 

As a working hypothesis we assume that the effects of climate change and investments in flood 
defences are broadly offsetting. On the one hand, a report commissioned by Defra, assuming no 
new investment in  flood defences, forecasts an important increase in the number of properties at 
risk in the next 5 years. 

Table 3: Number of residential properties at 1.3% or above risk of flooding in England and Wales (in thousands) 

Defra (based on UKCP09 climate 
projections) 

2012 2020 2050 2080 

  minimum 365 475 525 695 

  intermediate 365 690 870 960 

  maximum 365 825 1,000 1,085 

Annual rate increase  

  minimum  3.35% 0.96% 0.95% 

  intermediate  8.29% 2.31% 1.43% 

  maximum   10.73% 2.69% 1.62% 

Source: Ramsbottom et al. “Climate Change Risk Assessment for the Floods and Coastal Erosion Sector”. Defra, 2012. 

If these projections were correct, if no action was taken to phase out the policy over time, and if 
flood defences do not change in these 20 years, this could lead to more households coming within 
scope of the policy. However the government’s intention is to phase out the policy over time, and, 
the Government has also announced its intention to increase the level of investments in flood 
defences with a new long term floods capital settlement at record levels to 2020/21. Also, the 
authors of the above mentioned report warn that there is too much uncertainty around their figures 
for the 20s and that they should not be used for policy purposes. Therefore, we offer these 
calculations for illustrative purposes but with the same warnings as in the report. 

Box 2: Climate change projections 

Box 3: Summary of the “worst case” baseline option (immediate transition) 
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• Across all households facing some increase in premium, take-up of buildings insurance policies 
might be expected to decline by about 7% on average but perhaps by 18% among the lowest 
income households. These estimates are based on price elasticities of demand for insurance 
products and are highly uncertain. There would also tend to be withdrawal from contents cover. 

• For those people who cease to take household insurance, there is likely to be significant hardship 
if a flood or other adverse event (fire, theft etc.) occurs. At a national level, the impact of “non-
insuring” households could be felt through increased temporary housing, health and possibly 
unemployment benefit costs (though the latter is a transfer payment and loss of work will tend to 
be taken up by others). The initial national economic cost of an increase in non-insuring 
households is tentatively estimated in the region of £12m per year (central estimate), based on 
withdrawal from buildings cover, though this is based on limited evidence and is uncertain. 
Around £8m (central estimate) of this arises because  of withdrawals from the market in the 
bottom three income quintiles. 

• The worst-case baseline option could also lead to wider impacts which are not easily 
monetisable. Individual insurers may withdraw from flood cover and although others (e.g. 
specialist insurers) are likely to fill the gap, there may be temporary perceptions of widespread 
removal of cover which could cause some localised instability in housing markets, at least for a 
period. Properties may not be saleable if mortgage lenders serving buyers also have perceptions 
of lack of availability of cover, or are concerned about the impact of high premiums on buyers’ 
finances. However, where housing markets adjust (property prices fall – note evidence for this is 
mixed and reductions may only average around 10% if they do happen), then buyers will be 
commensurately better off though vendors may have to sell at a reduced price. 

Alternative transition scenarios 

54. The “worst case” baseline option implies immediate transition from the current level of risk-
reflective pricing (22% of households already pay a risk-reflective price) to full risk-based pricing. 
Given the factors set out in paragraph 22-23, notably that risk-based pricing is neither a costless 
nor certain activity for insurers, such an assumption is likely to exaggerate the extent and 
urgency of the problem in the absence of action. At the other end of the scale, extrapolating the 
trend in the evolution of risk-based pricing in recent years would involve about 2% of at-risk 
properties being added to the population of those facing fully risk-reflective premiums each year. 
This approach suggests that a transition to full risk-based pricing might take nearly 40 years. This 
also seems unlikely given anticipated improvements in flood risk information (see Annex 8).  

55. The likely rate of transition is a fundamental uncertainty. In the analysis which follows, options are 
assessed in cost-benefit terms against the “worst case” baseline set out above, but in reaching 
conclusions on options, the impact of slower transition under the baseline is assessed. 

Options for intervention 

56. To consider potential responses to developments in the insurance market and the ending of the 
Statement of Principles, three working groups of Defra, HM Treasury and stakeholders were set 
up in 2010. Working Group 1 considered options for managing the financial risks of flooding after 
2013. The Group agreed a set of common principles and tested strategic options against those 
principles. It gathered evidence, listened to perspectives from community groups, insurers, local 
government and other experts. The report of the three working groups was published in 
December 201124.The analysis presented here builds on the work of Working Group 1, which 
identified two approaches: the setting up a of a risk pool to enable subsidisation of high-cost flood 
insurance; and/or the facilitation of transition to a free market through targeted assistance and 
information provision.  Here we present a longer list of options, building on those developed by 
Working Group 1. 

                                            
24 See http://www.defra.gov.uk/publications/files/pb13684-flood-risk-insurance.pdf  
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57. The following four options have been considered in detail, including an assessment of their costs 
and benefits compared to the baseline option. Additionally we discuss other options which have 
been considered but have not been developed further.  

Option 1 – Do minimum: encourage industry measures, set up a “community resilience” fund for 
local authorities and improve information provision; 

Option 2 – Set up a subsidised insurance pool for flood-risk properties; 

Option 3 – Directly subsidise insurance premiums for flood-risk properties; 

Option 4 – Regulate for the availability of affordable flood insurance through a “Flood Insurance 
Obligation”. 

 

58. In the economic assessments which follow for each option, an appraisal period of 10 years has 
been selected. This is consistent with general practice for impact assessments. In practice, the 
preferred option (the “Flood Re” pool, Option 2) – and implicitly, other options - are likely to be 
reviewed every five years, with adjustments to facilitate suitable transition out of the options 
made at these review points. Ultimately the current aspiration for policy life of Flood Re is 25 
years, though the full policy life cannot be modelled without knowing how transition out of the 
policy might be managed in the light of real market developments. For example, transition could 
be effected through reduction of the defined target group, or increases in subsidised premiums 
over time, in response to market developments. Implicitly our economic analysis of all options is 
based on two 5-year “review” periods, but without building in any transition arrangements, or 
accounting for the original target group naturally being replaced by new residents in flood risk 
areas over time, both of which are likely to reduce benefits and (in the case of transition 
arrangements), at least some of the costs. The implications of a full 25-year policy life scenario 
are assessed in Annex 7. 

 

Option 1 – Do minimum  

59. Following the Working Group recommendation of pursuing facilitation approaches, a number of 
“do-minimum” options have been explored: 

• Improving provision of advice and information to households at higher flood risk and so 
encourage the growth of specialist brokers and insurers. Through awareness raising of: a) the 
level of flood risk; b) options available to households to mitigate that risk c) ways to improve 
the communication with insurers on households’ flood risk; and d) the benefits of shopping 
around. These approaches could be combined for example if an insurer offered discounts to 
customers who have installed property-level protection. 

• Encouraging the insurance industry to develop its own, new and innovative ways of 
maintaining some level of cross-subsidy for customers at most risk. Insurers have 
asserted a reluctance to voluntarily maintain a cross-subsidy citing the risk of competitors 
undercutting them at the low-risk end of their portfolio. However as noted above in 
paragraphs 22-23, insurers also have reasons to maintain some degree of cross-subsidy, and 
decisions on whether and if so how quickly to unwind the cross-subsidy are entirely within the 
control of the insurance industry.  

• Facilitate community-led actions. Twelve local authorities contain around 54% of 
households at significant risk of river and coastal flooding and a larger number have pockets 
of housing at flood risk. By facilitating community-led actions, government could provide a 
proportionate amount of funding to local authorities on a competitive basis to develop projects 
to demonstrate local solutions that reduce flood risk and help ensure the availability of 
affordable insurance within the community. Authorities would work with civil society, 
businesses and other local groups, to develop approaches that if successful, other authorities 
could adopt (and fund). Solutions might include funding for property-level protection, 
insurance-with-rent schemes for those in social housing, specialist advice to households to 
enable them to get better insurance terms, contributions to allow the development of local 
community flood defence schemes, detailed local risk mapping or installation of equipment 
such as gauges to improve community flood readiness. 
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Costs 

60. The “do minimum” Option 1, by definition, involves relatively limited outlay. Improving information 
provision and encouraging at-risk communities to work with insurers to develop voluntary 
approaches would involve some administrative cost. The most significant cost would be 
associated with providing funding to local authorities for community resilience. Costs are 
scalable, but for economic efficiency should be kept proportionate to the exploratory nature of the 
approaches being taken.  Defra initiated a £5 million Community Resilience Pathfinder Scheme in 
December 2012, to begin trialling of potential approaches25. Thirteen Local Authorities are taking 
forward pilot projects, the results of which will be evaluated to inform any wider approach. 

Benefits 

61. Benefits of any do-minimum approach are difficult to predict and, in the case of local authority-led 
projects will depend on the effectiveness of currently unproven approaches. Ultimately, locally-
determined solutions may not have national level benefit (and may even cause displacement at 
the national level), but could improve local understanding of risk, empower communities to take 
action to address their flood risk, improve the resilience of communities in the aftermath of 
flooding and enable more households to take-up insurance as an effective means of risk 
management. Nationally, the absolute maximum economic benefit to be gained might be £6-24m 
per year, or £50-210m as a Present Value over an assumed 10-year policy life, if all costs 
associated with households withdrawing from the insurance market are overcome (see the 
analysis of the “do nothing” option).  

62. In practice, the scale of benefit is likely to be considerably smaller given the likely scale of costs 
and uncertainty about whether insurers would reflect any local action taken to reduce flood risk in 
setting premium levels. Assuming that those at the lower end of the income distribution would be 
prioritised under a do minimum approach, then from Table 2 earlier, the bottom three income 
quintiles account for about 67% (27,000 out of 40,000) of households estimated to withdraw from 
the insurance market. So a more realistic maximum benefit would be two-thirds of the £6-24m 
per year range. This equates to £4-16m per year, or £35-140m Present Value over 10 years 
as a potential maximum benefit, though this still assumes 100% effectiveness from targeting 
priority households with currently unproven approaches. 

63. The above maximum benefit range also assumes a “worst case” immediate adjustment would 
have happened under the baseline option, with costs of non-insurance then accruing every year 
for ten years; if transition is more gradual under the baseline then the benefits would not accrue 
at the same rate. However if transition was monitored then costs and response could be scaled 
accordingly. In addition there would be monetary benefits in terms of welfare to householders; 
largely these would be classed as “transfer payments” rather than real resource impacts, except 
to the extent there is additional welfare from redistributing resources from the middle or top of the 
income distribution to the bottom of the distribution, which could be valued using the HM 
Treasury Green Book “equity weights” (as has been done for some other options – see later 
sections). 

64. Significant benefits would accrue if the insurance industry implemented a voluntary cross-subsidy 
to manage premium costs for customers in flood-risk areas. This could achieve the objective of 
easing the transition for the target group without government expenditure. There should be no 
additional costs for customers in general (compared with the current situation) as any voluntary 
agreement should replicate the historic cross-subsidisation and so perpetuate a cost already met 
by the wider customer base. However a voluntary approach presents the concern that insurers 
who don’t contribute will still benefit. A levy imposed on all (as with our preferred approach) would 
overcome this issue.  

65. In summary, whilst the costs and benefits of Option 1 are difficult to monetise, the potential for 
low- or no-cost solutions to the problem potentially with “UK plc” benefits of some share of £4-
16m per year plus any equity benefits to low-income householders mean this option is currently 
being trialled as a potential complementary approach to the other policy options. Evidence from 

                                            
25 See: http://www.defra.gov.uk/publications/2012/12/06/pb13841-frcp-prospectus/  
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pilot schemes (under the current Community Resilience Pathfinder) will be considered in parallel 
with developing the main preferred and “fallback” policy Options 2 and 4  

Option 2 – A subsidised insurance pool for flood risk properties 

Description of option 

66. Working Group 1 recommended that government consider the viability and desirability of a 
subsidised insurance pool for properties at flood risk as developed and proposed by the 
Association of British Insurers (known as “Flood Re”). Such a pool would operate as follows: 

• A body would be set up to insure any household against flooding at a certain price Where 
insurers can offer cheaper cover, they would do so, but for households that fulfil the pool 
entry requirements (which will be based primarily on whether the risk-reflective premium for 
that property exceeds an eligibility threshold to be set according to Council Tax band), 
insurers could choose to pass the flood risk to the pool. In doing so, the customer would pay 
a capped premium for the flood component of their insurance which would be ceded to the 
pool. 

• Claims costs for policies in the pool would be funded partly from the capped premium income. 
However if the pool only contained the capped premiums of pooled policies then funds would 
be insufficient to meet expected claims. This is because the policies in the pool would have 
risk-reflective premiums higher than the capped premiums. To ensure that the pool has 
sufficient income to cover the expected risk (claims costs), it would need to be subsidised.  
This would be funded by a mandatory annual fixed levy on all UK insurers.  

• A reinsurance contract would provide financial backing for the pool to help ensure that claims 
costs could be met even when the accumulated pool fund is in deficit, such as following a 
large flood event. Compared with other forms of providing financial cover (e.g. holding a 
capital reserve which would be subject to year on year fluctuation), reinsurance has the 
benefit of smoothing the annual variability of Flood Re’s finances. However, reinsurance 
would not be available from the market for all potential claim scenarios which implies a need 
for either the industry, government or both to underwrite some situations.  

67. Design choices for a pool are set out below and have implications for the level of support 
provided to households, the scale of any residual liability, and the costs, benefits and risks of the 
pool. 

• The value of the industry levy: a higher levy would reduce the exposure of the pool to 
losses (with excess levy revenue in any one year being used to build up a reserve) but would 
mean that impacts on bills would be more likely to be felt by all policyholders. 

• The premium threshold for policies being pooled: a high threshold would reduce the 
exposure of the pool but mean policies were affordable to fewer households. 

• Proportion of flood claim costs retained by insurers: the proposed approach involves no 
risk retention by insurers, with the pool meeting the full cost of any claims.  An element of risk 
retention would reduce the exposure of the pool and retain incentives on insurers and 
households to limit claims, but make offering cover less attractive to insurers, and policies 
proportionally more expensive to households. 

• Degree of targeting of support, for example by policyholder income: this would reduce 
the pool’s exposure or size of levy necessary and helps avoid poorer households subsidising 
wealthier ones, but would involve extra administration. Imperfect targeting may reduce the 
policy impact, known as “deadweight”. 

• Type of cover supported: buildings cover is a requirement for mortgages and prices are 
more sensitive to local flood risk, but limiting the pool to buildings policies would mean no 
direct support for social/private tenants. 

68. A variety of pool designs were explored with the ABI. The proposal, as reflected in the 
Memorandum of Understanding (Annex 10) and in the consultation on the proposed approach, 
has the following attributes: 
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• £180m levy p.a. to create a pool for ~500,000 households across all Council Tax bands 
except band “H”. 

• Support is targeted towards those in lower Council Tax bands by increasing the cap for each 
successive band. The proposed net (of insurer overheads and profits) flood-only premium 
cap for a Band A household would be £210 (buildings and contents). This increases across 
the CT bands, reaching £276 for Band D and £540 for Band G. Taking account of average 
prices for non-flood perils and adding in an assumed 40% of the gross price for insurer 
overheads and profit leads to the estimated overall combined premiums under the Flood Re 
proposal set out below. These are presented alongside our estimated risk-reflective 
premiums under a baseline scenario, and corresponding average prices paid currently 
(under the Statement of Principles) by households at flood risk (taken from the ONS).  

• To address a situation where the capped flood risk insurance premiums paid by customers 
whose flood insurance policies are placed within Flood Re and the proceeds of the fixed levy 
turn out in any given year to be insufficient to fund Flood Re, below the threshold where 
reinsurance could be called on, Flood Re will charge each of its member-firms an additional 
amount from their own resources to fund the shortfall. 

Table 4: Estimates of overall gross premiums (combined buildings + contents) paid under Flood Re, a 
worst-case risk-reflective scenario and currently under the Statement of Principles 

Council Tax Band* A B C D E F G 

Flood Re proposal 650 650 720 800 920 1100 1550 

Risk-reflective 1140 1165 1185 1290 1430 1560 1850 

Current (SoP) 535 525 570 630 710 825 1145 

Average % increase  
between current and 
Flood Re Prices 

21% 24% 26% 27% 29% 33% 35% 

Note: * Band H is not included in the Flood Re proposal. 
Sources: Flood Re proposal and data from ABI and leading insurers. 

Analytical approach and assumptions 

69. Estimates of revenue flows (premiums and levy) have been made, alongside projections of likely 
claims on the pool. Analysis is based on 1000 20-year simulations of flood events, drawn 
randomly from a distribution generated from industry data. This has allowed calculations to be 
made of the likelihood of deficit within the pool and has informed the calculation of economic 
costs and benefits. 

70. The effective aggregate subsidy (i.e. the difference between risk-reflective and capped 
premiums) per Council Tax band is derived from the above premium estimates and national 
statistical data on household expenditure on insurance products by income26. The aggregate 
subsidy in each band is then multiplied by HM Treasury Green Book “equity weightings” in order 
to derive the “welfare” value for that band.27. In the Green Book, the equity weightings apply to 
income quintiles rather than Council Tax bands. In order to assign an equity weighting factor to 
each Council Tax band, the distribution of CT bandings has been divided into quintiles and then 
mapped to income quintiles assuming a perfect correlation between house value and income. 
This results in the mapping shown below. The welfare (equity-adjusted) values for all Council Tax 
bands are then summed to determine the overall net equity benefit (see “Benefits” section and 
Table 7 below for more details).  

                                            
26 Household spending on insurance in 2010. ABI Data Bulletin. May 2012. www.abi.org.uk/Facts_and_Figures/62677.pdf. 
27 The Green Book: Appraisal and Evaluation in Central Government. HM Treasury. 2003. 
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 CT band Derived equity weight (see text) 

 A   2.25 
B   1.45 
C   1.05 
D   0.75 
E   0.45 
F   0.45 
G   0.45 
H   0.45 

71. The following other assumptions have been made in the analysis of pooling options: 

• The insurance levy raises ~£180m per year which is in accordance with the ABI’s estimates 
of the value of the current cross-subsidy for the 500,000 highest-risk households (Source: ABI 
discussions). Such a sum could be raised through a 2.6% levy on all domestic household 
insurance policies in the UK, which equates to £10.50 per combined buildings and contents 
policy; 

• Collecting the levy incurs an administrative cost of ~£1m per year. This is a tentative working 
assumption derived in conjunction with HM Treasury. 

• Administrative costs of the pool itself have been estimated using an ABI analysis of how a 
pool would be staffed and associated annual running costs incurred by the pool administrator. 
Defra has developed this analysis to include overheads and start-up costs incurred by the 
pool administrator, and the start-up and ongoing costs likely to be incurred by the insurance 
industry. In summary, the start-up costs of the pool (to all parties) are estimated at £8-12m 
and the ongoing costs also at £6-10m per annum. More detail on the approach used to derive 
the administrative costs of this and other options is provided in (Annex 5: Administrative costs 
of Options 2, 3 and 4)  

• Insurers pass the full benefit of the price capping on to policyholders; 

• Both buildings and contents policies can be ceded to the pool. Support can be targeted 
towards lower income households or lower council tax bands without deadweight or additional 
administration costs. In reality there would be a trade-off, with deadweight difficult to remove 
entirely. Targeting via council tax bands is the simplest approach but is imperfect. 

 

Results of financial analysis 

72. Due to the unpredictable nature of flood claims, the financial performance of a pool can vary 
significantly. This and the scope for large liabilities from a large single flood event, or a series of 
smaller events, are key inherent concerns with this option. Commercial reinsurance is likely to be 
available to underwrite a pool and could be used to manage these liabilities.  Buying reinsurance 
would reduce the risk of large-scale losses, but would increase the frequency of smaller-scale 
losses as the costs of the reinsurance leave less levy income to meet claims from smaller events 
that fall beneath the reinsurance treaty excess. So while reinsurance can helps to smooth the 
losses, it means the pool is more likely to run into deficit over time, which would need to be taking 
into account in setting the amount of the levy and  the premium thresholds Other risks of a 
subsidised pool arise from irregularities in information: information on flood risks held privately by 
insurance companies may differ from that of the pool operator, and in some situations there may 
be incentives for insurers to cede policies to the pool that may not meet the criteria.  

73. Analysis of the chance of the pool being in deficit raises particular concerns. Note that although 
the chance of deficit tends to decline over time there can still be outcomes involving deficits in 
later years. The liability for the pool is therefore likely to require ongoing management even if a 
major flood does not occur in the first few years.  

• The approach to managing this inherent uncertainty, agreed with the ABI as part of the MOU 
in June, is for the pool to take out reinsurance to help manage its liabilities. Should the 
combination of the pool’s income from the levy and premiums, any reserves, and its 
reinsurance cover, be insufficient for Flood Re to cover its costs, Flood Re would levy top-up 
contributions from insurers to fund the shortfall. Table 5 below shows the results of our 
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analysis, including the probability that top-up contributions are required over the 10-year 
period of this Impact Assessment. This shows that the pool income exceeds expected annual 
losses so over time the pool should be in profit most of the time, However, it also indicates 
that the financial outcomes can vary, and there is also the possibility of a shortfall in the pool’s 
finances which would need to be made good through additional top-up contributions from 
insurers. 

Table 5: Results of financial modelling of the Flood Re proposal.  
 

Details # of 
House-
holds  

Support 
received 
by the 
lowest CT 
bands 
(A&B) 28 

Support 
received 
by the 
highest 
CT bands 
(F,G & 
H29)  

Expected 
annual 
pool 
‘profit’  

Likely number of times 
top-up contributions 
would be required in 
the first 10 years  

Tapered support for all 
CT bands except band 
H, with reinsurance  
covering aggregate 
annual losses between 
£250m & £2.5bn 
(assumed) and levy claw 
back through top-up 
contributions 

500,000 40% 12%  £27m 1.2 

 

Economic assessment of Option 2 

Costs 

74. Many of the financial flows involved with a pool are transfers rather than net economic costs. For 
example, whilst the £180m raised in levy is a cost falling on the industry and likely to be passed 
on to policyholders, it is exactly offset by an equivalent gain to the pool ultimately benefitting 
(other) policyholders.  It therefore does not constitute a net economic cost. 

75. Central to any discussion of the costs of a subsidised pool like Flood Re is whether there are net 
economic costs associated with the transfer of flood liabilities from insurers (under the baseline) 
to Flood Re, which involves a concentration of risk since flood risks can no longer be pooled 
together with insurers’ other risks (e.g. with offsetting risks which might be more correlated with 
dry weather like subsidence or fire). This means that more financial provision has to be made for 
each £1 of potential (expected value) flood claim in Flood Re, compared with that £1 of potential 
claim risk pooled with insurers’ other risks. Whilst the risk itself has not increased, there is a 
greater cost of capital in providing reserves or other financial “cover” for a given amount of risk if 
that risk is not spread.  

76. This cost of capital is either an opportunity cost in terms of profits foregone on higher-return 
activities, the cost of borrowing, or an increased reinsurance cost. In practice, the proposal for 
Flood Re is to cover a large proportion of the liabilities with reinsurance rather than holding large 
reserves. In this case, the greater cost of capital requirement associated with the concentrated 
liability shows up as a higher charge made by reinsurers than would be the case for a more 
mixed set of risks of the same value. Reinsurance may also be more expensive than other forms 
of covering liabilities, e.g. through general insurers’ reserves, if the general level of return on 
capital which reinsurers seek is higher (e.g. because they hold the reserves in place of the 
customer). 

77. The net economic cost of the Flood Re liability has been estimated by assessing the net charge 
for the portion of risk which is reinsured (claims above £250m, up to say £2.5bn), and comparing 

                                            
28 This subsidy is defined as the difference between the risk reflective price and flood re price, if we multiply this subsidy per policy by the 
number of insured households in each CT band we will get the total subsidy going to each band. 
29 Band H properties are not included in the Flood Re proposal and therefore receive no support. 
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that with what it would have cost to provide for the same liabilities under the baseline. (NB this 
ignores any net economic cost associated with Flood Re liabilities below £250m and above 
£2.5bn).  

78. ABI approaches to reinsurance brokers suggest that the annual gross charge for Flood Re’s 
reinsurance would be around £165m per year, for an annual expected value claim of £60m 
(based on expected pool losses; in practice there will be great variability in claims from year to 
year). This suggests that the sum of reinsurer’s admin, overhead and capital costs (including 
profit) account for about 60% of the gross charge. The quotes obtained may not be 
representative so a lower cost rate of 30% of gross charge (based on HM Treasury intelligence) 
has also been used to inform a range of net cost. For an annual expected value claim of £60m, 
the range of net cost of reinsurance is therefore estimated at between £26-105m per annum30.  

79. The next step is to subtract an estimate of the cost of covering the same “volume” of liability (i.e. 
an annual expected value loss of £60m under the baseline free market scenario. Although in 
practice, insurance take-up (under the “worst case” baseline) is estimated to be reduced by up to 
7%, for the most part, insurance cover is likely to remain profitable for insurers and as an 
approximation a broadly similar level of liability is assumed as under the Flood Re option (albeit 
now managed by the industry as part of their wider risk provision). Data on the marginal cost of 
capital for general insurance liabilities is not available but an illustrative 10% has been assumed. 
This can be thought of as either the net opportunity cost of reserves or the net cost of 
reinsurance or other financial cover (e.g. borrowing). This implies the annual cost of capital for 
managing the liability under the baseline would be around £7m per annum. In 10-year present 
value terms, the estimated cost of the liability under Flood Re and the baseline is presented 
below along with the net economic cost.  

80. As 10-year Present Values the estimated economic cost range for the additional net liability of 
the pool is therefore £164-846m. The large variation in these estimates reflects the range in 
assumed reinsurer cost and profit rates, but the key point is that the pool would impose net 
economic costs (compared with other options, other things being equal) because of the way high 
risks are pooled together and the net cost of managing this liability.  

Table 6: Economic costs of covering Flood Re liabilities 

10-year PV costs (£m) Low case High case 

a. Net cost of Flood Re reinsurance after expected claims 
(equivalent to overheads, capital costs and profit) 

221 904 

b. Cost of providing for equivalent liabilities under the counterfactual 57 57 

Overall net economic cost of Flood Re liabilities (= a-b) 164 846 

 

81. Flood Re’s design involves the use of reinsurance to manage the volatility in the scheme’s 
spending as well as allowing Flood Re to call on insurers for “ad hoc” contributions in specific 
scenarios. Alternative approaches would be to significantly increase the levy paid by all insurance 
customers (to provide a buffer for volatility), or through the Exchequer financing any shortfall and 
recovering it from Flood Re in future years. Either of these would apparently increase cost-
effectiveness through avoiding the cost of reinsurance. However, increasing the levy would 
impact households with unpredictable and sometimes large costs, against the intended aim of the 
policy. Publicly financing shortfalls – which by using the lower cost of capital for the public sector 
would apparently reduce costs for a wide range of interventions in financial markets – would at 
the margin have the potential to cause government’s wider cost of borrowing to increase, through 
increased and more unstable public borrowing. Alternatively, if it were to be accommodated 
within the existing fiscal envelope then there would be an opportunity cost associated with other 
public spending (potentially with a much higher economic return) having to be curtailed. 

                                            
30 Net cost of reinsurance is calculated as c% of the gross charge (with c = 30-63%). Gross charge is (Expected value of claim)/(1-c). So for an 
expected value of £60m, Gross charge is £86m-£165m, meaning net cost of reinsurance is £26-105m. 
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Furthermore, for the Exchequer to manage significant financial variability through the general 
account in this way would expose public finances to unhelpful volatility. 

82. In addition to the costs of the liability, there are costs of administration. These are estimated to be 
~£1m for administering the levy plus £8-12m of setup costs to establish the pool (of which £5-6m 
would be for the administrator and £3-5m for insurance companies and brokers). Once the pool is 
up and running there would be an estimated ongoing cost of £6-10m per annum, with £3-4m 
incurred by the administrator, £2-4m to the industry and £1m for collecting the levy. For more 
details of the administrative cost calculations see Annex 5: Administrative costs of Options 2, 3 
and 4. Adding set-up costs to ten years’ worth of ongoing costs (and assuming half of the 
ongoing cost would be incurred alongside the start-up cost in the first year), total present value 
administration costs are in the range £60-90m. This includes the levy collection cost. The range 
reflects different assumptions regarding the average staff cost rate (see Annex 5: Administrative 
costs of Options 2, 3 and 4). 

83. In total, the range of 10-year Present Value costs is therefore £224m to £937m. Basing the best 
(central) estimate on the mid-point suggests a 10-year Present Value cost of £580m. 

Benefits 

“Equity” benefits 

84. The financial benefits of a subsidised pool are also often transfers rather than net economic 
benefits; for example, the implied subsidy to policyholders. However there is an economic 
“equity” benefit associated with the subsidy where recipients are relatively income-deprived. 

85. There is a positive equity benefit for those in Council Tax bands A to C offset by a negative equity 
benefit arising from supporting the remaining Council Tax bands, giving a net equity benefit of 
£35m per year (See Table 5). This is a relatively small net benefit in comparison with the total 
aggregate subsidy, a result that arises because the higher council tax bands D-G (and by 
implication income groups) still receive a reasonably large share of the subsidy (40%), which is 
only slightly offset by subsidy accruing to the lower bands (60%). The targeting of lower council 
tax bands in Flood Re only just redresses the inherent regressive tendencies of a subsidised 
pooling option. 

Table 7: Effective annual subsidy and net equity benefit by Council Tax band. 
CT Band A B C D E F G H Total 

A. Aggregate 
financial subsidy 
(£m) 

39.7 48.2 56.4 45.1 30.9 12.9 6.9 - 240.2 

B. Equity weight 2.25 1.45 1.05 0.75 0.45 0.45 0.45 0.45 
 

C. Equity-weighted 
subsidy (£m) 
(=AxB) 

89.3 69.9 59.2 33.8 13.9 5.8 3.1 - 275.1 

D. Net equity 
benefit (£m) 
(=C-A) 

49.7 21.7 2.8 -11.3 -17.0 -7.1 -3.8 - 35.0 

 

“Participation” benefits 

86. In addition to the equity benefit, there will be economic benefit arising from keeping households in 
the insurance market and avoiding the wider economic costs of non-insurance. For the pool 
option, this has been estimated by assessing the degree to which premiums are reduced 
compared with the baseline (no intervention option), and applying the price elasticity estimates 
per income quintile (discussed earlier) to determine the increase in demand.  

87. With the pool in place, it is estimated that about 30,000 households are “kept” in the buildings 
insurance market compared to the worst case baseline. (This compares with about 40,000 
households which are estimated to drop out in a move from the current situation (Statement of 
Principles) to the worst-case baseline option). This results in a reduced economic cost of non-
insurance compared with the baseline, and therefore a net economic “participation” benefit of 
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Flood Re of an estimated £9m per year (See Annex 4: Calculation of participation benefit for 
Flood Re (Option 2) for details of the calculations). Applying a similar “half and double” range as 
for the baseline cost, gives a range for annual “participation” benefit of £4m – £17m. 

88. It should be noted that, under the pool, the benefit of bringing households at flood risk back into 
the market for insurance, compared with the baseline, is ultimately being achieved through cross-
subsidy from those at low or no risk, who pay marginally higher insurance premiums as a result. 
The fact that premiums increase for these low-risk customers implies some of these may reduce 
their demand for insurance compared with what it would have been under a free market scenario, 
meaning reduced cover for other perils such as fire, burglary etc.31. However, as discussed in 
paragraphs 47-50, we assume that, taking into account the fact that those who re-enter the 
market under the pool also face these “other perils”, the impacts of any reduction of insurance in 
the low flood risk group are broadly offset. 

Total benefits 

89. The total annual economic benefits of the pool (“Flood Re”) are therefore an equity benefit of 
£35m (paragraph86), plus a reduction in the costs of non-insurance (“participation benefit”) of 
£4m-17m (paragraph88), resulting in a total benefit of around £39-52m per year, or £336-
448m as a 10-year Present Value benefit. Taking the mid-point of this range gives a central 
(best estimate) Present Value benefit figure of £392m. 

Net Present Value 

90. Subtracting costs (paragraph 84) from benefits (paragraph 90), the economic Net Present Value 
of Flood Re over 10 years therefore ranges between -£601m (combination of low benefits and 
high costs) and +£224m (high benefits and low costs), with a central (best estimate) figure 
of -£188m. 

Unmonetised factors 

91. Flood Re (and other options for intervention discussed in this Impact Assessment) would also 
lead to mitigation of some of the wider impacts arising under the “do nothing” scenario (as set out 
in the final bullet of Box 3), namely the avoidance of localised instability in housing markets. It 
could also give confidence to mortgage lenders concerned about the impact of high premiums on 
buyers’ finances, maintaining mortgagability and hence saleability of properties in flood risk 
areas. Longer term effects on property values are not expected to be significant however (see 
Annex 6: Effects of the price of insurance on property values). Offsetting these positive impacts 
may be some “allocative inefficiency” from intervening in the market and preventing price signals 
for insuring against flood risk developing. In addition, no account has been made in the analysis 
for the original target group being displaced over time by newcomers to those areas at flood risk, 
who under the do-nothing scenario need not have exposed themselves to the financial impacts of 
higher insurance premiums and so cannot legitimately be regarded as beneficiaries of the policy. 
This “leakage” effect will tend to reduce the stated benefits of the policy, as will any 
commencement of transition arrangements within the ten year period which will reduce the 
population of beneficiaries (albeit possibly with some accompanying reduction in costs – though 
many of the admin costs are fixed). 

Summary and conclusions of the assessment of a subsidised “Flood Re” pool (Option 2) 

92. Based on the monetary analysis above, the economic performance of a “Flood Re” pool appears 
highly uncertain. Although there may be situations where the pool generates a positive net 
present value in economic terms, the best estimate involves a negative net present value (after 
considering costs though before considering wider non-monetised factors). It should be noted 
however that a key driver for this result is the uncertain extent of the net economic cost or 
inefficiency from transferring correlated flood risks into a separate pool, especially if managed 
using reinsurance to smooth the annual variability of claims and make Flood Re’s finances more 

                                            
31 The reduction compared with the current situation in which the Statement of Principles still provides for some cross-subsidy will be lower, 
however. 
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stable. In terms of monetised benefits, estimates are highly tentative but benefit associated with 
improved equity appears more significant than keeping customers in the market for wider 
economic reasons. 

93. Implications of alternative baseline transition: Where a counterfactual “do nothing” transition 
to risk-reflective pricing would actually have been slower or more partial (without the pool) than 
assumed in the analysis above, then the net benefit of Flood Re is further reduced. Introducing 
the pool will of itself tend to accelerate risk-reflective pricing by insurers, since by pricing in this 
way they can transfer flood risks to the pool. Even making a commitment to monitor the market 
with a view to introducing a pool in the future may have some accelerative effect on risk-based 
pricing. 

 

Option 3 – Direct subsidy of insurance premiums 

Description of option 

94. Under this option, government would provide a subsidy to those within a defined target group for 
intervention, to bring their insurance premiums down to more affordable levels. Insurers would 
continue to price risk and provide all the other aspects of insurance they do currently: write 
policies, carry risk and handle and meet claims. 

95. There are two ways that such a model could be delivered. Firstly, a subsidy could be channelled 
through insurers, based on evidence of the policies they have written for the target group.  
Insurers could be reimbursed for offering a discount to insurance premiums based on 
some verified evidence of policies written. It would then be up to insurers to distribute the subsidy 
within their customer base. Insurers would still be free to set the overall policy price, while 
informing the customer about the discount they have received on the flood component of the 
premium. Such arrangements could be administered by a third party, and funded by a levy on 
the insurance industry. The diagram below sets out how such a model could work. 

 
Figure 2: Diagrammatic description of the subsidy 

 

96. A second model would be to provide the subsidy directly to end customers, either based on a 
top-down assessment of the individual households to be targeted, or through an application by 
households that would provide information on the location and perhaps containing one or more 
insurance quotes. Subsidy could then be paid, either in the form of a “voucher” for which an 
insurer could then be reimbursed, or as a direct payment. This approach might have an economic 
efficiency advantage in that consumers would still “see” risk-reflective insurance prices and 



25 of 32 

therefore experience at least some signalling of flood risk, though administrative burdens may be 
higher than subsidy delivered through insurers. 

97. Under any approach to premium subsidy, an agreed “reference model” of flood risk and technical 
premiums would probably be required, to avoid divergent views amongst the industry and 
government about the true level of risk-reflective premium and therefore the due subsidy. 

 

Costs 

98. The economic costs of any direct subsidy scheme will be restricted to administration as although 
there will be a monetary amount associated with any payment mechanism, this will be a transfer 
payment, exactly offset by a corresponding benefit to policyholders. The functions associated 
with this option will be different from that of a pool, e.g. while there will be no costs from handling 
claims and a reduced auditing requirement, there will be the need to support the development of 
a reference model for flood risk and a process to regularly reimburse insurers for eligible policies 
that they have written. Taking these different factors into account, for a subsidy scheme of similar 
scale to a pool, on-going running costs are estimated to be slightly higher overall, at £10-16m per 
annum, and overall setup costs would probably be higher at around £12-20m. Out of these 
costs, on-going costs to the insurance industry are estimated to be similar to those under the pool 
(£2-4m pa), but costs to the administrator would be higher. However, setup costs to industry are 
likely to be higher under the subsidy option than the pool (by about £1m) due to the need to roll 
out the reference model within companies. (For more details of cost calculations see Annex 5: 
Administrative costs of Options 2, 3 and 4). 

99.  An industry levy could be used to raise funding for the subsidy itself – this is not included as it is 
a transfer payment from one set of policyholders to another. However, there would be an 
economic cost associated with admin in raising the levy, which would be similar to that under 
Option 2 and assumed to be around £1m per year. Overall, adding setup costs to ten years’ 
worth of on-going costs (again assuming that half of the annual on-going costs would be incurred 
in the first year), the Present Value total admin costs are in the range £96-152m. These are 61-
68% higher than Option 2 due to the increased on-going costs. As before, the range is 
determined by different assumptions on the staff cost rate and the methodologies used to 
develop the model (see Annex 5: Administrative costs of Options 2, 3 and 4). 

100. Although the insurance industry will write more policies under Option 3 than the “do 
nothing” baseline, with implied costs in terms of capital or reinsurance holdings, this can be 
recouped directly from policyholders or subsidy payments. This will not involve an inefficient 
separate pool of risk (as under Option 2), and there will be no associated net economic cost from 
this separation. As such, the total economic cost of Option 3 is restricted to the admin cost, of 
£96-152m (Present Value), with a central (best estimate) figure of £124m. 

Benefits 

101. A direct subsidy scheme could operate in a similar way to a pool (Option 2), albeit with 
reimbursement of premium above a threshold rather than setting an ex-ante cap, and without the 
establishment of a pool of risk with the ensuing new and separate liability. There are similar 
design considerations in setting the premium threshold level and targeting interventions towards 
those on low incomes as for Option 2. The economic benefits of a direct subsidy scheme (Option 
3) are viewed as similar to those of a pooling arrangement (Option 2) of similar scale and, as for 
that Option, composed of: 

• An “equity” benefit from subsidy directed towards those in lower income groups; 

• A “participation” benefit from keeping people in the insurance market, with associated 
avoidance of the wider economic impacts of non-insurance. 

102. However, a risk with a direct subsidy scheme is that insurers will not find it sufficiently 
attractive to offer cover to customers in flood risk areas despite the subsidisation of premiums. 
This is because insurers will continue to hold the risk and hence potential claims costs compared 
with Option 2 where premiums are subsidised and risk is transferred to a pool (Flood Re). This 
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suggests that the benefits for Option 3 should be lower than for Option 2 to account for potentially 
insufficient competition within the market to provide affordable insurance for the target group 
despite the subsidy. In other words, insurers may be more reluctant to compete on price as 
aggressively as they might under the pool option, as they will be retaining the flood risk. The 
aggregate amount of price subsidy offered to consumers may therefore be a little lower than 
under the pool option where insurers no longer have to carry the risk. 

103. Furthermore, without very careful design and implementation there would be potential for 
the subsidy system to be gamed and/or for the full benefits not to be passed onto consumers 
(greater potential than in other Options). Taking account of these two benefit-reducing factors, we 
assume that the economic benefit of the direct subsidy option is 20% lower than for the pool 
Option 2, based on estimated10% reductions for each issue (i.e. insurer risk retention, and 
gaming). This suggests annual benefits of £31-42m per year or £267-358m as a 10-year Present 
Value. Taking account of costs, the overall Net Present Value of the direct subsidy is therefore 
tentatively put at between £115 - 262m, with a central (best estimate) figure of £189m. As for 
the pool Option 2, the subsidy Option 3 would also help mitigate the wider non-monetisable 
impacts of the baseline option, albeit potentially with some non-monetised allocative efficiency 
cost (see paragraph92).   

104. Implications of alternative baseline transition: As before, the basis of economic 
considerations is in comparison with the “worst case” baseline which implies immediate transition 
to full risk-based pricing. The caveats set out in the discussion of Option 2 associated with the 
estimation of benefits apply equally to Option 3. Like Option 2, the net benefits of the approach 
will be lessened if the transition to risk-reflective pricing under the “do nothing” counterfactual 
would have been less severe than assumed for analysis. Also like Option 2, introduction of the 
subsidy may itself hasten adjustment to risk-reflective pricing (before accounting for the subsidy), 
though this effect may be less marked under the subsidy option since insurers do not have an 
incentive to accelerate a transfer of risk to a third party (the pool). 

Option 4 – Regulate for the availability of affordable flood insurance 
through a “flood insurance obligation” 

105. This option would take the form of an obligation on insurance companies to each 
underwrite a certain proportion of UK households defined as being at greater flood risk. Creating 
a level playing field for insurers via regulation would avoid the competitive pressure to withdraw 
from flood risk areas and create a market for higher flood risk properties. The need to offer 
sufficiently attractive terms to such households would mean insurance is more readily available 
and affordable. As with other options this measure would be transitional over a reasonable period 
to allow choices to be made by householders and public authorities in terms of mitigating actions. 
Economic analysis is again performed over a ten-year period (see the discussion at the 
beginning of the “Options for intervention” section above). 

106. The option would work as follows: 

• The scheme administrator(s) would develop a “reference model” of flood risk to identify 
households with an expected annual likelihood of flooding greater than a particular threshold. 
This is used to establish a target group (register) of higher risk households that may be more 
likely than others to experience difficulties with insurance. Targets will be set 

• Insurers are obliged to show that they are covering a specified number of target households 
(provisionally anticipated to be in terms of both contents and buildings cover and taking 
insurance take-up rates into account). Insurers’ share of the target is determined by their 
share of the UK household insurance market. The obligation applies to all insurers operating 
in the UK household market above a specified de minimis threshold so there is no obligation 
for the very smallest firms or very newest entrants (to allow them to build up a critical mass of 
policies and avoid barriers to entry). 

• The regulator (the Financial Conduct Authority) would supervise and if necessary enforce 
insurers’ compliance with the obligation. There could also be scope for “trading” so that an 
insurer could avoid non-compliance costs by buying ‘credits’ from another insurer that has 
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exceeded their obligation, although this trading would not be mandated or managed by the 
Government or the regulator.  Insurers below the de minimis threshold would be able to sell 
‘credits’ for households they underwrite to those with a target to meet. 

• The obligation is reduced over time by increasing the level of risk before a property is 
included in the target group, or by relaxing the number of households that need to be 
covered. 

107. The regulations would not specify the prices offered to customers by individual insurance 
companies. These will depend on a number of factors, including how easily each insurer is able 
to meet the obligation through their existing customer base, attract new customers or (potentially) 
by trading their obligation with competitors (see annex 8 for a fuller discussion of pricing effects).  
A key difference between this option and Options 2 and 3 is that, under the obligation, the price 
of insurance would necessarily be set at a level affordable for individual household, as insurers 
would be under an obligation to provide cover. Under Option 2 (pooling) the price of insurance 
would be set nationally by the Government at a level which, even if lower than the risk-reflective 
price, still might not be affordable for an individual household. Under Option 3 (subsidies) 
insurance would be offered at the risk-reflective price less a subsidy, the level of which was again 
set nationally by Government: again, this still might not be affordable for an individual household. 

108. However, in order to make sure the objectives of this option are met from a policy 
perspective Government would retain control over certain levers, as follows: 

• Size of the target group: This is a design choice and the relationship between the target 
group and the overall market has a bearing on pricing outcomes and the impact of the policy; 

• The overall proportion of the target group that insurers need collectively to underwrite:  As 
some households have opted not to insure themselves even at historically discounted prices, 
the overall obligation would be set at less than 100% of the target group.; 

Costs 

109. In terms of costs which can be monetised, the net economic cost of this option is the cost 
of administering it, including the cost to insurance companies of targeting potential flood risk 
customers. Other costs such as the implied cross-subsidy are, before considering equity issues, 
transfer payments. Note that it is not envisaged that insurers will be required to provide policies 
which would have been unprofitable under the baseline, because of very high levels of flood risk, 
i.e. the obligation will be scaled to mirror the existing cross-subsidy (or some proportion of it), not 
go further than this to include inherently uninsurable risks. In this sense it is comparable with 
other options but the route to achieve cross-subsidy is different. Relative to the direct subsidy 
option (Option 3), the regulatory option may involve: 

• lower annual running costs, as claims for subsidy reimbursement will not need to be 
processed; 

• lower costs to insurers as flood risk premiums will not need to be calculated separately for 
subsidy purposes, but potentially offset by extra marketing costs from targeting flood risk 
customers to meet the obligation; 

• higher administration costs falling to the regulator of monitoring insurers’ performance against 
the obligation. We are working with the regulator to develop an approach that minimises the 
burden on insurers whilst satisfying the need for a robust compliance and enforcement regime.  

 

110. Admin costs are estimated at between £12-21m in terms of one-off costs (with £4-6m 
incurred by the insurance industry and £9-15m by the administrator(s) and regulator of the 
obligation). These are broadly similar to those of the direct subsidy option (Option 3) and higher 
than those of the Flood Re pool (Option 2) which involves a one-off transfer of policies with 
associated cost but not developing a flood risk model and a register. Ongoing administrative 
costs of Option 4 are estimated at £5-9m per annum, with £4-8m falling to the insurance industry 
and £1m to the administrator(s). The ten-year Present Value costs of Option 4 are estimated at 
£55-97m with a central (best estimate) figure of £76m. These are around 36% less than the 
admin costs of Option 3 and 8% higher than those for Option 2 (But besides admin costs, the 
latter also involves a large cost associated with the additional liability of the pool). 
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Benefits 

111. Benefits depend on the level of price reduction achieved in the target population 
compared with the baseline. The primary mechanism for driving price down within the target 
group is competition amongst insurers to fulfil their obligations and avoid costs of non-
compliance. The relationship between the obligation, penalties and impacts on price is complex; 
in practice the impacts of the obligation would have to be monitored by the regulator and design 
“levers” (see paragraph 109) fine-tuned as necessary. Initial analysis of key market and price 
impacts is provided in Annex 8.  

112. For the purposes of cost-benefit analysis, we assume that the obligation is set at a level 
that results in the existing level of take-up of insurance within the target group being maintained. 
This implies there will be economic benefit in terms of enhanced market participation compared 
to the “do nothing” baseline (assuming, as for the other options, that there is no net negative 
“participation” impact for other perils – see the discussion at paragraph 89). Whether there is any 
“equity” benefit will depend on the degree to which the obligation encourages particular 
competition for lower income households. It may be that insurers are incentivised to insure 
smaller properties with lower claim costs and less risk for a given annual likelihood of flooding, 
which may provide indirect equity benefit.  

113. The different nature of the regulatory option means that there is not an in-built propensity 
to skew benefits towards higher income households which then needs correcting as there is with 
both Options 2 and 3. The only other way in which equity benefit may arise is if poorer customers 
are more responsive to competitive strategies and companies give poorer customers a better 
deal (more subsidy) than richer ones. This is not clear and no equity benefits have been credited 
to the option. 

 

114. Participation benefits and therefore the total benefits of Option 4 are estimated to accrue 
from avoiding the costs of non-insurance compared to the baseline case. We assume that 
benefits would accrue at 10-15% less than the maximum possible £6-£24m benefits which would 
be achieved if all the households dropping out of the market under the baseline case came back 
into the market. The reason for the estimated reduction is that there may be households which 
insurers regard as being at flood risk (and charged accordingly under the baseline scenario) but 
which are not recognised by the reference model used for setting the obligation. In other words, 
there may be some mis-targeting based on information irregularities between the industry and the 
regulator. Note also that, as highlighted in Annex 8, there will be a tendency for the highest risk 
customers to be targeted last under the Obligation, after lower risks have been secured. After 
applying the 10-15% adjustment (validated by the model) to reflect these issues, this suggests a 
range in estimate of £5-22m for the annual benefits of Option 4, which translated into 10-year 
Present Value benefits is £43-189m with a central (best estimate) figure of £116m. 

115. After taking account of costs, the overall Net Present Value of Option 4 over 10 years is 
therefore in the range from -£54m to +£134m with a central (best estimate) figure of +£40m. 
As for Options 2 and 3, the Obligation would also help mitigate the wider non-monetisable 
impacts of the baseline scenario such as avoidance of sharp adjustments in local property 
markets, and help maintain mortgagability, albeit potentially at some cost in terms of allocative 
efficiency through intervening in an otherwise free market and over time, leakage of benefit as 
the original target group moves out of the flood risk areas (see paragraph 92). 

116. Implications of alternative baseline transition: As before, this range is based on 
comparison with the baseline transition to risk-reflective pricing. As for the other options, if the 
obligation is introduced and the do nothing transition would have been less severe than 
estimated, net benefits will be reduced. Unlike Options 3 and (especially) 2 however, Option 4 
may be able to be held as a reserve intervention along with a strategy of monitoring the market 
without accelerating risk-reflective pricing by insurers.  

Other options considered 
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Greater targeting of flood management investment 

117. The flood risk management investment programme already prioritises funding towards 
flood defence schemes in deprived communities at significant flood risk. This is justified on 
economic welfare grounds: those at the bottom of the income scale value marginal benefits more 
highly than those higher up the distribution (as reflected in the HM Treasury Green Book “equity 
weights” discussed elsewhere) and annual average flood damages are greater in higher risk 
situations. 

118. However, there could be scope to go further either to a) invest additional capital to enable 
schemes which would benefit the target group, but not currently , to go ahead; or b) to further 
“skew” investment decisions towards the target group within existing budgets. However, this 
would represent an indirect way of addressing the immediate policy problem relating to insurance 
availability and affordability – though clearly on-going investment in appropriate flood 
management is vital to the long term operation of the insurance market. 

State provision of flood insurance 

119. Working Group 1 noted the international precedent for state provision of flood insurance, 
in place of private market provision. In the Netherlands and the US, the state is effectively insurer 
of flood risks, with no private provision. In France, Belgium and Spain there is private provision of 
a tightly-regulated and state-backed natural disaster insurance scheme. However, the Working 
Group noted (and this Impact Assessment reconfirms) that such approaches do not seem to be a 
proportionate solution to the problem identified, and go beyond the essentially transitional 
rationale for government intervention in the UK context where private insurance provision is seen 
as being efficient, sustainable and profitable as long as risk is managed within certain bounds. As 
such, state provision of flood insurance has been ruled out from the “long list” of potential 
approaches. 

Summary and conclusions of options assessment 

120. Summary results of the option assessments reported above are set out in the table below. 

Summary of options assessment (£m, 10-year Present Value except where stated) 

Option: 
1 (Do minimum) 

2 (“Flood Re” 
Pool) 

3 (Subsidy) 4 (Obligation) 

Total cost 
high-low (central) 

of which: 

 
n/a 

 
937-224 (580) 

 
152-96 (124) 

 
97-55 (76) 

Adminstration/operation  90-60 152-96 97-55 

Cost of separate liability  846-164 - - 

Total benefit 
low-high (central), 

of which: 

 
n/a 

 
336-448 (392) 

 
267-358 (313) 

 
43-189 (116) 

Equity 

n/a ~300 ~240 Not by design but 
may be inherent 

equity benefits (not 
estimated) 

Participation n/a 34-146 27-117 43-189 

Net Present Value low-
high 

(central) 

 
n/a 

 
-601 to +224 

(-188) * 

 
+115 to +262 

(+189) 

 
-54 to +134 

(+40) ** 

Benefit: Cost Ratio 
(central) 

 
n/a 

 
0.7 * 

 
2.5 

 
1.5 ** 

Main non-monetised 
impacts 

Benefits: Mitigation 
of potential sharp 

Costs: some potential for reducing insurance take-up for 
non-flood perils in low/no risk group compared with baseline 
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(see paragraph 78) adjustment/blight in 
local property 
markets, 
maintaining 
mortgagability etc. 
(smaller impact 
than Options 2-4) 

(assumed to be offset by b) below). Some allocative 
inefficiency and potential for “leakage” of benefits as original 
target group moves from flood risk areas (limited over a 10-
year horizon). 

Benefits: a) Avoidance of instability in local property markets 
under the “worst case” baseline, maintaining mortgagability 
etc. b) Maintenance of insurance for non-flood perils in the 
high flood risk group (where policies remain “bundled” under 
the baseline). 

Implications of slower 
transition to risk-reflective 
pricing under the baseline 

NPV might tend to 
decline but can be 
maximised through 
monitoring and 
adaptation 

NPV declines. 
Holding 
implementation in 
reserve is not an 
option since this 
would accelerate 
a move to full 
RRP by industry 
to trigger 
introduction and 
risk transfer. 

NPV declines. 
Holding 
implementation in 
reserve may be 
possible if subsidy 
unattractive to 
industry; though it 
may still accelerate 
a move to full RRP. 

NPV would 
decline if 
obligation 
introduced. But 
scope to hold 
introduction as a 
reserve option 
which would help 
maximise NPV 
since it would only 
be introduced if 
needed. 

Notes:  

* - Result driven by potential for large economic costs of covering a separate pool liability, but the magnitude of these costs 
is a particular uncertainty. 
** - Result may be improved if there are equity benefits. 

 

121. Analysis suggests that: 

• Option 1 (do minimum) could be net beneficial but this is critically dependent on being able to 
acquire a good proportion of the benefits of reducing non-insurance for a limited outlay. This 
is highly uncertain, although in any event, some of the approaches examined may 
complement other options and, as such, are currently being piloted. 

• Option 2 (pooling) can offer benefit in terms of equity and market participation by households 
(subject to specific design), but economic performance appears very variable.  The key issue 
is the potential economic cost of any net liability for a separate flood insurance pool, with the 
expected costs of managing this liability highly likely to be in excess of the benefits delivered 
to high risk households, particularly if reinsurance is used to smooth Flood Re’s finances. 
However, Flood Re may offer two things not achieved by Options 3 and 4 – namely, better 
confidence in the actual cost of flood insurance to consumers in the medium term (which 
would be more firmly within Government’s control than under a subsidy or obligation), plus 
industry support in managing a smooth transition to Flood Re pricing in the immediate term 
(Flood Re is the industry’s preferred solution). 

• Option 3 (direct subsidy) appears more promising in that overall Net Present Value is positive, 
though one particular note of caution is that benefits have been subject to fairly arbitrary 
scaling (compared with Flood Re) to account for insurer non-participation and potential 
gaming, which are particular issues with this approach. It also does not command the degree 
of support of the industry as Option 2. Note that both Options 2 and 3 would need State Aid 
approval from the European Commission.  

• Option 4 (regulate for the availability of affordable flood insurance through a Flood Insurance 
Obligation) would also appear cost-beneficial. Any “equity” benefit to low-income groups 
which is not included in the figures. The cost-benefit analysis may not however reflect any 
inefficiencies or costs associated with a known lack of industry support of mandatory 
regulation which could make transition and introduction difficult.  

• All options have been assessed relative to a baseline, where the Statement of Principles is 
not renewed and a free market for flood insurance is established with an immediate transition 
to risk-reflective pricing. Where one of the options is implemented and the true baseline 
situation would have involved more gradual or partial transition, the benefits of the 
approaches analysed will turn out to be less than estimated. This will also be true to the 
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extent that the marginal price increases to low or no risk customers (compared with the 
baseline scenario, if not the current situation) who will be subsidising high flood risk 
customers under the options turn out to have any material net impact in terms of reduction in 
household insurance to cover non-flood perils (after allowing for increase in insurance of such 
perils amongst the high flood risk group). On the other hand, some benefits have not been 
monetised in the assessment – notably the avoidance of the impacts of any short-term 
instability in local property markets and potential maintenance of mortgagability. 

• The general level of uncertainty in the benefit-cost analysis is again highlighted; estimates are 
based on a large number of assumptions and the analysis is perhaps most useful as a 
framework for expressing the pro and cons of different approaches rather than as a set of firm 
numerical estimates, Analysis will continue to be refined as policy moves towards 
implementation. 

• Policy is intended to be revised every 5 years. The transitional period for each of the options 
has not been analysed within this Impact Assessment because of uncertainties around future 
negotiations on Flood Re levy setting, and Flood Insurance Obligation targets. By way of 
illustration Annex 7 explores a 25 year scenario for options 2 (Flood Re) and 4 (The Flood 
Obligation). This assumes protection to households at high risk being lowered by one fifth 
every 5 years, withdrawing completely by the 25th year.  

Preferred policy approach 

122. The government’s preference is to work with the industry to secure the affordability and 
availability of flood insurance. The preferred policy approach (as reflected in the consultation on 
our proposed approach and the Memorandum of Understanding (Annex 10), established with the 
Association of British Insurers.) is option 2, known as Flood Re. The rationale for moving forward 
with a subsidised insurance pool is that Flood Re protects high-risk properties and makes 
insurance widely available. This sits well within insurers current business models and the support 
of the industry  would help to ensure a smooth transition in the interim period Despite the ”best 
estimate” monetised benefit-cost calculations being unfavourable, there are economic and 
particularly social factors not fully reflected in this, in particular the importance of providing 
certainty for individuals, and the avoidance of potential impacts on local housing markets, from 
concerns about the availability and affordability of insurance. The industry estimate that Flood Re 
will reflect the existing cross-subsidy in the market and in the short term bills will not increase in 
general. Over the long term (as a transitional policy) a gradual increase in bills (in response to a 
reduction in subsidy) for those households at risk will cushion the move to a free market, and risk 
reflective pricing. 

123. In addition to this novel approach we are also seeking powers in reserve through the 
Water Bill to regulate for affordable cover should Flood Re prove unworkable or not deliver our 
policy goals, or if prices in a free market prove unacceptable, providing a fall-back (Option 4) 
known as the Flood Insurance Obligation. Providing a fall back option should provide 
reassurance to those at risk of flooding that the government will ensure they have access to 
affordable insurance in the future one way or another.  

Risks and assumptions 

124. There are inherent uncertainties in much of the analysis presented here both in terms of 
information on which to base policy design (much of which is privately held by the insurance 
industry) and the degree of confidence surrounding policy outcomes. The latter ultimately 
depends on insurer and household behaviours – which in turn are dependent on the fundamental 
underlying uncertainty surrounding flood risk. All of these uncertainties interact. However the 
quality of the evidence (both qualitative and quantitative) is considered appropriate particularly 
considering the further analysis carried out, particularly in terms of highlighting the basic impacts 
of the different options and their relative (if not absolute) costs and benefits to promote debate on 
potential interventions. 



32 of 32 

125. Besides the fundamental uncertainty regarding speed of market adjustment referred to 
above32, a further area of uncertainty surrounds the real economic costs of allowing households 
to withdraw from the insurance market because of excessive prices. In particular, analysis is 
based on a simple Price Elasticity of Demand analysis rather than a fully-specified demand 
function for insurance. This is a very simplified approach and has embodied a number of 
assumptions both in terms of the level of PED and its application to large price changes (see for 
example Annex 4: Calculation of participation benefit for Flood Re (Option 2)). Whilst the 
estimate of £6-24m per year (with a central estimate of about £12m per year) is clearly uncertain, 
it is felt to be a reasonable indication of the order of magnitude, and we are continuing to work on 
improving our understanding of the real demand relationship for insurance.  

126. Finally it should be noted that the economic assessment of all options is based on the fact 
that they are intended to facilitate an orderly and equitable transition from the current situation of 
informal cross-subsidy (and implicit moral hazard arising from blunted incentives for local flood 
risk management) to a more economically-efficient future where flood risk is better signalled and 
moral hazard in development and risk management decisions is reduced. In a situation where 
transitional measures become more permanent, then issues of allocative inefficiency and moral 
hazard would persist which would tend to imply additional economic costs from sub-optimal 
decisions being perpetuated.  

Costs and benefits to business 

127.  The Better Regulation Executive has confirmed that the options presented in this 
Impact Assessment are out of scope for the “One In, Two Out” regulatory budgeting system. 
Options are highly likely to be classified as tax and spend (or, in the case of Option 4, imputed 
tax and spend) measures. This Impact Assessment is also out of scope for Regulatory Policy 
Committee consideration. 

 
 

                                            
32 Some analysis on the likely speed of the adjustment in the case of the obligation is offered in Annex 8. 
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Annex 1: International flood insurance comparisons 

1. Internationally there isn’t a single model for flood risk insurance which is near universally applied. 
Rather, there is a continuum of models with varying degrees of insurance penetration and cover 
provided. Broadly the models can be grouped into: 

• Free market private sector insurance  

• Tightly regulated State-backed insurance schemes 

• No private sector insurance market - State bears the risk  

Free market private sector insurance  

2. In Germany there is little government intervention in the flood insurance market. Buildings 
insurance doesn’t cover flooding or other natural hazards as standard but extended coverage for 
natural hazards is available as an add on.  

3. Insurers use a system of flood risk zoning known as Zonierungssystem für Überschwemmung, 
Rückstau und Starkregen (ZÜRS) to set premiums and excesses which are reflective of the flood 
risk. Coastal flood risk from storm surges is excluded. Insurance cover is generally not available to 
properties in the highest ZÜRS zone (areas with a 10% annual flood probability or greater). 

4. Since natural hazards cover is an optional extra, flood risk insurance penetration is very low. 
Widespread river flooding in Germany in 2002 caused an estimated €11.6 billion damage of which 
insured losses were around €1.8 billion (domestic and business). The Government provided a €7.1 
billion reconstruction fund which was supplemented by funding from the European Solidarity Fund 
and private donations. 

5. Other countries with a private sector insurance market include Australia and Japan. 

Tightly-regulated state-backed insurance schemes 

6. In France there is a private insurance market but reinsurance by the state-run ‘Caisse Centrale de 
Réassurance’ is possible where losses as a result of flooding are subjectively classified by a 
commission of Government ministers as ‘a state of natural disaster’. The inter-ministerial decree 
can specify which locations and types of damage this guarantee applies to.  

7. The natural disaster extension on household insurance is obligatory and therefore insurance 
penetration is almost 100%, although household insurance itself is only obligatory for tenants, not 
owners. Premiums are standardised and not reflective of flood risk so there is no incentive for 
policyholders to reduce their flood risk. 

No private sector insurance market - state bears the risk 

8. In the USA standard household insurance does not cover flood risk. The National Flood Insurance 
Program (NFIP) is a federal programme enabling property owners in participating communities to 
purchase flood insurance in exchange for adopting and enforcing regulations which manage flood 
risk to new development.  

9. Under the NFIP, the federal Government assumes all liability for the insurance coverage, sets the 
rates, coverage limitations, and eligibility requirements, designates special flood hazard areas 
(areas with a 1% annual flood probability or greater) and issues flood insurance rate maps which 
show risk premium zones. The federal Government regulates the NFIP, but the states assist in 
implementation in communities. 

10. The private sector sells insurance, adjusts and pays claims, and performs engineering and 
planning studies. Private insurers do not however assume any financial risk. 

11. There is no requirement for any community to join the NFIP but if they do not, any areas at flood 
risk are not eligible for financial assistance.  Furthermore in high-risk flood areas, home buyers are 
required to purchase flood insurance before qualifying for a federally insured mortgage. 
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12. Premiums reflect a range of factors including the flood zone a building is located in. Where 
communities join the NFIP’s Community Rating System, local policyholders can receive a 5-45% 
discount on premiums which reflects the communities’ additional efforts to reduce flood damage to 
insurable property (e.g. installation of resilience measures). 

13. In the Netherlands the Government funds flood protection and maintenance works necessary to 
provide a very high standard of flood protection since sixty percent of the country is below sea 
level, and almost fifty percent of GDP is at risk from floods exposure. Consequently there is neither 
a public nor market-based insurance scheme to cover risks associated with flooding. If individuals 
incur damages as a result of flooding, the Government will pay out compensation under 
circumstances set out in the Law Compensation of Damages incurred due to Disasters. 

Table 8: Main characteristics of flood insurance in some countries 

Country Availability Public / private Coverage 

Austria Optional Private Low to very low 

Taiwan Part of typhoon add-on  Private provision Less than 1% due to high rates 

Belgium Optional  Private      Low <10%      

Brazil Bundled into general private 
buildings cover  

Private      Low linked to low property 
insurance  

China Included in standard fire policy  Private and state owned Low and mainly in urban areas    

Canada Optional cover for some risks Private  Low 

Czech Rep. Included in most fire cover Private  Low linked to low cover property 
insurance penetration 

Ecuador Within standard fire policy  Private provision Low related to property 
insurance low coverage 

Italy Option as an endorsement Private  <5% 

Philippines Part of typhoon cover add-on to fire 
policy 

Private provision 10-20% 

Germany Optional Private  5-10% in most regions 

Indonesia Supplement to fire policy Privately or state owned 20% 

Poland Add-on to Fire cover. Private companies 25% 

Japan Available within comprehensive fire 
cover which is an optional extension.  

Private provision 72% and 40% 

Portugal Included in natural perils as part of 
fire cover 

Private  High because of bundling with 
earthquakes 

South 
Africa 

Add-on to fire cover  Private provision but not 
available in highest risk 
areas 

30-50% households but 75%+ 
by value 

France Bundled in natural hazards,  Public Private 
Partnership 

Close to 100% 

Israel Optional add-on to fire policy.  Private cover 95% 

Spain Bundled into all buildings cover Public Private 
Partnership 

Very high 

Switzerland Standard part of buildings cover  State provided 100% 

UK Bundled in general household Private 95% 

Denmark Compulsory sea flooding cover 
Bundled into fire policies 

   

New Part of earthquake cover compulsory    

Norway Compulsory as part of property 
policies 

   

Turkey Some might be covered under 
earthquake 

   

US Optional  State provided   

Source: Lamond, J. & E.C. Penning-Rowsell, 2011. A Review of International Approaches to Flood Insurance. London: Middlesex 
University Flood Hazard Research Centre. 
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Annex 2: The Statement of Principles  

Revised statement of principles on the provision of flood insurance: Commitments by the Association of 
British Insurers, July 2008 

The Government and the insurance industry have agreed that the conditions should be in place to 
enable the insurance market to be able to provide flood insurance to the vast majority of households and 
small businesses efficiently and without the specific commitments below from 1 July 2013.  Thereafter, 
the industry will continue to work with existing customers to explore insurance options for domestic 
property and small business customers where the flood risk is significant and no public plans are in place 
to defend the property. 

Until 30 June 2013, ABI members commit to: 

• Continue to make flood insurance for domestic properties and small businesses available as a 
feature of standard household and small business policies if the flood risk is not significant (this is 
generally defined as no worse than a 1.3% or 1 in 75 annual probability of flooding). 

• Continue to offer flood cover to existing domestic property and small business customers at 
significant flood risk providing the Environment Agency has announced plans and notified the ABI 
of its intention to reduce the risk for those customers below significant within five years.  The 
commitment to offer cover will extend to the new owner of any applicable property subject to 
satisfactory information about the new owner. 

It is important to note that: 

• The premiums charged and policy terms will reflect the level of risk presented and are not 
affected by this commitment. 

• This commitment does not apply to any new property built after 1 January 2009: the ABI 
encourages developers and customers purchasing a property in a new development to ensure 
that it is insurable for flooding. The ABI intends to publish guidance on insurance for new 
developments in autumn 2008. 

• This commitment is subject to annual review that will consider progress in resolving the areas of 
continuing work and implementing the Government’s commitments (separate document) and to 
additional review in the event of any significant external shocks, such as a reduction in the 
availability of flood reinsurance or major changes in the UK insurance market. 



A3 1 of 2 

Annex 3: Affordability of insurance premiums under the baseline 

The impact of a “worst case” (fast and full) transition to risk-reflective premiums on financially-vulnerable 
households at flood risk has been assessed as follows. 

Overall approach 

We start with an industry dataset of just over 36,000 individual premiums for buildings insurance policies. 
This contained both premiums paid now and estimates of premiums fully reflecting the risk of flooding. 
We calculated the proportional change from one set of prices to the other, to estimate the price impact of 
a change from the current market situation to one where insurance prices are fully flood-risk reflective. 
The sample dataset was scaled up to the national level based on other industry estimates of how many 
households, at the national level, would benefit from certain price premium caps under the “Flood Re” 
proposal. Using ONS data on insurance takeup and expenditure by income group, household numbers 
were broken down by income decile. The scaled-up estimates of households impacted in each income 
group and accompanying price increases were used to estimate i) potential reductions in demand (using 
estimated price elasticities) and ii) impacts as a proportion of income (using HM Treasury data on 
household income levels). 

A difficulty has been developing an approach that allows the two datasets to be compared equally. To 
allow this a range of assumptions have been made and these are set out at the end. 

Step 1 

Data was obtained from a single industry source that gave the gross price (e.g. the technical price of that 
risk plus the insurer’s operating cost and profit margin) for 36,589 properties at flood risk1.  

Step 2 

This dataset was then arranged from high to low price with combined policies summed and included as a 
single policy. Averages of the premium were then taken at each 10% of the sample. Changes in prices 
among these 10 groups were used to record the variability of insurance premiums that will be used later 
to calculate the impact of changes in premiums in the households’ disposable income. 

Step 3 

The sub-sample of policies with risk-reflective premium levels above the trigger level for the Flood Re 
intervention (Option 2) was then scaled up in line with how many households the industry had advised us 
would be captured by Flood Re (i.e. 500,000). The same proportionate scaling-up factor was then 
applied to the remainder of the policies in the sample, to estimate the population of households which 
might experience price increases but not be “caught” by Flood Re (around 100,000). 22% of all 
households were removed to reflect the 22% ABI research had identified as already paying the correct 
price. The remaining 78% were distributed across 10 income deciles based on take up rates of different 
insurance types based on ABI analysis of ONS data2. As take up rates vary between products a suitable 
weighting was calculated based on the mixture of policies types the sample represented.  

Step 4 

To understand the average impact an unwinding of the current level of “under-pricing” would have in 
practice, average household premium figures were taken from ABI presentation of ONS figures on 
general household insurance3, weighted again to take into account the mixture of policies represented in 
the sample. This then produced a percentage figure of how much the unwinding of the under-pricing 
would represent a % increase in current premiums for each income decile. 

                                            
1 This dataset was provided by a single insurer in confidence to Government. 
 
2 ‘HOUSEHOLD EXPENDITURE ON INSURANCE’, Available on the ABI website at www.abi.org.uk/Facts_and_Figures/62662.xlsx 
3 Ibid.  
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Step 5 

These figures were then used to produce the PED analysis. See the main Evidence Base for further 
details. The central estimate of -0.1 for take up elasticity was varied across income deciles running a 
regression between take up and the logs of both premiums and income using data for each income 
decile. 

Step 6 

The average under pricing for each income decile within each of the 10 bands of flood risk obtained in 
step 2 was then compared to average figures for household income4 to estimate the impact as a 
proportion of household income.  

Main Assumptions 

1. The analysis assumes that those on lower incomes are equally likely to appear in the top band of 
risk based prices as the bottom. Although there is no evidence to suggest a correlation between 
income and flood risk it is well established that more expensive properties attract larger 
premiums. This analysis may therefore overstate the impact of any unwinding on those on lower 
incomes.  
 

2. The analysis assumes that the distribution of flood risk premiums within the sample of 36,000 is 
reflective of the national picture. We have not been able to establish if the single insurer who 
provided this data set it typical although we have received reassurance from the industry that it is.  

Without a sense of the extent to which the insurer who provided the data set reflects the national 
picture it is impossible to confirm the extent to which this analysis over or understates the impact 
of any change.   

Sources: 

• A dataset of 36,000 properties risk reflective premiums. This dataset was provided in confidence 
and further details are unavailable.  

 
• ‘ABI analysis of Office of National Statistics figures on household insurance. Available at: 

www.abi.org.uk/Facts_and_Figures/62662.xlsx 
 

• Internal HMT dataset of average incomes post tax and benefit adjustments. 

 

                                            
4 HMT figures for average post tax and benefits household income. 
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Annex 4: Calculation of participation benefit for Flood Re (Option 2) 

Participation benefits are estimated in this impact assessment using estimates of Price Elasticities of 
Demand (PEDs) in the absence of knowing the full demand relationship for property insurance. 
However, a PED is a ratio of two percentage changes and one consequence of using PEDs for the 
large price changes examined here is that results depend on the starting point (denominator) used to 
calculate the percentage price change. This means that the impact of a move from a low price to a 
high price is not (as it should be) equal and opposite to the impact of moving back from the same 
high price to the same low price. To overcome this issue, the participation benefit of introducing 
Flood Re (which is also used to inform the benefit assessment for other options) is estimated as the 
average of two estimates: 

a)  the magnitude of impact using the “low” (Flood Re) price as the denominator (starting 
 point).  Although artificial, this can be thought of as a situation where Flood Re is 
 implemented end-to-end with the existing Statement of Principles (implying little change in 
 practice), so participation benefit is estimated by simulating a removal of Flood Re so that 
 customers are exposed to the baseline scenario (worst case risk-reflective pricing). The 
 number of people dropping out of the market in this scenario shows the participation 
 benefit of Flood Re;  

b)    the impact using the “high” (risk-reflective) price as the denominator (starting point).  Again, 
 although both scenarios are only analytical constructs to overcome a mathematical 
 issue, scenario b) can be thought of as a situation where Flood Re is only implemented 
 after a move to fully risk-reflective prices has occurred. 

Calculations 

a) “Low” denominator in price change calculation (simulated pool removal)  

Impact as % of income 0-20% 20-40% 40-60% 60-80% 80-100% Total 

Buildings Premium Paid under 
counterfactual 

£1136 £1162 £1170 £1345 £2135  

Buildings Premium Paid under pool £520 £551 £630 £839 £1758  

% age change in premiums if pool removed 
(compared with counterfactual) 

+118% +111% +86% +61% +21%  

Change in demand if pool removed -20% -11% -7% -5% -1%  

Households in pool facing price increase  57,125 87,123 105,633 115,765 134,355 500,000 

Decline in households insuring if pool 
removed (= increase in households 
insuring with pool c/w counterfactual)  

10,705 10,049 7,772 5,545 1,893 35,965 

Proportion of those properties flooding p.a.  1.4% 1.4% 1.4% 1.4% 1.4%  
Homes flooded each year which are now 
insured under the pool (c/w 
counterfactual) 

150 141 109 78 27 504 

Aggregate saving of "UK plc" cost p.a. 
@21k/household (£m) 

     10.5 
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b) “High” denominator in price change calculation (introduction of pool after RRPs occur) 

Impact as % of income 0-20% 20-40% 40-60% 60-80% 80-100% Total 

Buildings Premium Paid under 
counterfactual 

£1136 £1162 £1170 £1345 £2135  

Buildings Premium Paid under pool £520 £551 £630 £839 £1758  

% age change in premiums if pool 
introduced (compared with counterfactual) 

-54% -53% -46% -38% -18%  

Change in demand if pool introduced +9.2% +5.3% +4.1% +3.0% +1.3%  

Households facing price reductions 63,337 95,344 118,512 142,414 160,922 580,529 

Increase in the number of insured 
households with the pool c/w 
counterfactual)  

5,827 5,053 4,859 4,272 2,092 22,103 

Proportion of those properties flooding p.a.  1.4% 1.4% 1.4% 1.4% 1.4%  
Homes flooded each year which are now 
insured under the pool (c/w 
counterfactual) 

82 71 68 60 29 310 

Aggregate saving of "UK plc" cost p.a. 
@21k/household (£m) 

     6.5 
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Annex 5: Administrative costs of Options 2, 3 and 4 

General 
 
1. This annex sets out more detail of how the administrative costs of Options 2, 3 and 4 have been 

estimated. For context see the discussions of the costs and benefits of these options in the main 
body of the IA. Cost estimates have been complemented with an estimate of the cost of developing 
a flood risk reference model and the register provided by the Environment Agency in its business 
case. 

 
2. Initially, ABI and Defra developed an estimate of the annual running costs of a pool approach 

(Option 2), based on a likely staff structure and associated staff cost. This initial work was then 
developed by Defra to: 

• Include overheads, set-up costs and costs falling on other parties (besides the pool 
administrator); 

• Consider how the cost headings might differ for Option 3 (direct subsidy) and Option 4 (flood 
insurance obligation) compared with Option 2, the implications for quantities such as staff 
resource requirements, and hence monetary costs. 

• Include the cost of a flood risk model suitable for each option using estimates provided by the 
Environment Agency. 

 
3. Detailed breakdowns of the admin cost estimates are provided in Table A5-1 (“upper” estimates) 

and Table A5-2 (“lower” estimates). The notes which follow give more detail on the methods and 
assumptions underpinning these estimates. “Upper” estimates were generated first, based on the 
initial ABI advice. The implied staff cost rate for most administrative functions associated with this 
advice was relatively high at £54,348 pa and “lower” estimates were generated by halving the 
salary rate. The upper and lower estimates were then taken to represent the upper and lower 
bounds of the likely range of admin costs. Upper and lower estimates of the cost of a suitable 
model provided by the Environment Agency depend on the methodology used to develop each 
model. 

 
Upper estimates 
 
Option 2 
 
Annual running costs of the pool (incurred by administrator) 
 
4. ABI estimates that the annual running of a subsidised flood risk pool would require 23 FTE at 

various grades with an overall staff cost of £1.25m. This resource was interpreted as fulfilling the 
functions set out below (see also Tables A5-1 and A5-2). 

 
• Processing new business (ordinary year, post start-up) 
• Verifying insurer claims and making payments 
• Analysis, forecasting and advising on adjustments to the industry levy 
• Reporting and auditing (to PRA requirements) 

 
5. In the absence of better evidence, resources have been spread equally across the four functions. 

Assuming an FTE translates into 225 working days per annum, the annual person-days expended 
on each of the four activities is 1,294 ((23 x 225) / 4). 

 
6. The ABI FTE estimate was interpreted as not including any costs associated with modelling flood 

risk, claims and risk-reflective premiums. These were based on estimates from the Environment 
Agency on the costs of setting up and running a “reference model” for Options 3 and 4. It is 
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assumed that the pool can operate with a less sophisticated model or even without a formal 
reference model agreed by insurers and the pool – if this is the case then modelling requirements 
would be less, as in tables A5-1 and A5-2 below, where there is a reduction in the associated cost 
of more than £10m from options 3 and 4 to option 2. If the pool operates without a formal model 
the reduction would be even greater. Also, since even a more sophisticated model would not need 
to provide data to individual users through a Register, its cost would nevertheless be smaller than 
in Options 3 and 4. 

 
7. The cost per day for the above administrative activities was that implied by the ABI work – i.e. 

£1.25m divided by 23 FTE (equalling £54,348 pa) divided by 225 days per annum (equalling 
£242/day). This rate implicitly includes an allowance for more senior staff oversight as well as 
actual administrative staff. 

 
8. An allowance for expenditure on modelling maintenance and enhancements has been added to 

administrative costs again based on the estimates from the Environment Agency. As a more 
sophisticated model is considered in options 3 and 4, the cost of maintaining and improving the 
model is higher in these options. 

 
9. The final element of annual ongoing costs is overheads, including rent, IT support, and shared 

services (such as Human Resources etc). Defra’s general overhead rate, including IT and shared 
services, of £15,845 per FTE was used. To this was added a rent estimate of £8,761 per FTE, 
based on internet research of office costs in London37. 

 
One-off setup costs of establishing the pool (incurred by administrator) 
 
10. Two one-off costs have been estimated: that for putting in place the legal arrangements for setting 

up the pool (an assumed 30 days of legal time at a rate of £500/day); and a one-off data 
processing exercise to transfer the new flood policies to the pool. This has been based on the 
number of policies in the pool (around 500,000) and an assumed 20 minutes processing time per 
policy. This implies the task takes 20,625 person days. Each day is costed at half the average 
administrative cost of regular pool operations (reflecting the likely use of temporary data 
processors), at a rate of £121/day. 

 
One-off costs to companies and brokers 
 
11. The one-off costs to insurance companies and brokers are assumed to comprise training and 

software changes. In each case, it is assumed that each of twenty participating companies have to 
employ 5 FTE for half a year (a total of 11,250 staff days for each of training and changing 
software). Costs for brokers dealing with companies are implicitly included in the 5 FTE 
assumption. Staff days are costed at the same rate as regular pool admin (i.e. £242/day). 

 
Ongoing costs to companies and brokers 
 
12. Once the pool is up and running, it is assumed that insurance companies and brokers incur extra 

costs (over and above the counterfactual) in the following areas: 
 

• Separating the flood risk element of premiums, to determine the residual premium for other 
perils (retained on the books of the insurers).  This would presumably be automated but a 
nominal 5 minutes per policy has been assumed, summed over 500,000 policies. This works 

                                            
37 www.findalondonoffice.com. An estimate for a self-contained office for 23 FTE in the City of London, including supporting space such as 
meeting rooms etc was £201.5k per annum. The implied cost rate per FTE was then applied to the final number of FTEs (43, including 
modelling posts not estimated by ABI). 
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out at an estimated 5,208 staff days in total, costed at £242/day (the regular admin cost rate 
for the pool operator – assumed to be applicable to the wider industry) 
 

• Approaching the pool with new business. It has been assumed that the cost to companies is 
the same as the cost to the pool administrator of dealing with new business. 
 

• Administering the insurance levy: insurance companies will be responsible for paying the 
insurance industry levy to government and then spreading the cost of this across their 
business. It has been assumed that each of 20 participating companies require 0.5 of an FTE 
to administer this. This has been costed at the same rate as the pool administrator’s regular 
admin (i.e. £242/day). 
 

• Sales team and broker costs: It has been assumed that each insurance company has to 
employ and additional 1 FTE on the sales side (probably dispersed across the sales 
department) to handle liaison with customers. This estimate has been doubled to take 
account of additional resources which may be required in broker companies. In total, this 
leads to an estimate of 9,000 days per annum, again costed at the regular pool administrator 
rate of £242/day. 

 
Option 3 
 
13. Admin cost estimates for Option 3 were developed by taking the Option 2 estimates and i) 

adjusting cost lines where resource requirements were likely to be higher or lower, ii) adding any 
new cost lines, and iii) subtracting any cost lines which were not applicable. A general assumption 
is that Options 2, 3 and 4 are all broadly similar in terms of the numbers of households targeted. 
Like Option 2, Option 3 involves an administrator (funded from the industry levy) for what is now a 
direct subsidy scheme (rather than a subsidised insurance pool).  

 
Annual running costs of the subsidy scheme (incurred by administrator) 
 
14. Costs are as for Option 2, except as follows: 
 

• An additional FTE is assumed for modelling work. The model becomes a formal joint 
reference model under Option 3, with associated liaison with insurance companies and 
technical support. Option 3 is more modelling demanding than Option 2. The model in Option 
3 will assess risk at the property level and provide these data to the Register. The cost has 
been upgraded accordingly following estimates from the Environment Agency. 

 
• The “Processing new business” line is replaced with a requirement to process claims from 

insurers for reimbursement of subsidy. This is a more onerous requirement since companies 
have to claim for all policies every year, rather than just supply new business. It is assumed 
that each policy takes 20 minutes to process; policy numbers are assumed to be the same as 
for Option 2 at around 500,000. The resulting number of staff days required is 20,625 (costed 
at £242/day). 
 

• There are, however, no costs associated with verifying insurer claims (for payouts under 
policies) and making payments. 
 

• Reporting and auditing requirements would be less onerous than the pool (which would have 
to be audited by FSA) and costs under this line are assumed to be halved. 
 

• Overheads are now based on a total FTE of 121 rather than 43 for Option 2, which increases 
the overhead cost proportionately. 
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One-off setup costs of establishing the subsidy scheme (incurred by administrator) 
 
15. The cost of legal arrangements assumed under Option 2 are replaced by the cost of contracting a 

third party to deliver the subsidy administration service. This is estimated in terms of staff time 
within government to prepare a prospectus and tender pack, and to review tenders (60 staff days), 
plus the cost to bidding companies (5 assumed, each employing five people for 20 days, so 500 
staff days). The cost of supplying the reference model (estimated at £10m based on Environment 
Agency advice) is then added to the staff time cost (which is 560 days x £242/day). There is no 
requirement under Option 3 to effect a one-off transfer of insurance policies to a pool, as there was 
under Option 2. 

 
One-off costs to companies and brokers 
 
16. Training and software change costs are assumed to apply, as for Option 2 and at the same overall 

cost – except that there is an additional £1m of expenditure associated with making the reference 
model available to staff within companies. This is assumed to be £50k for each of 20 participating 
companies. 

 
Ongoing costs to companies and brokers 
 
17. These costs are assumed to be of the same basic order as under the pool option, with the same 

broad tasks (except that instead of insurers approaching the pool administrator to process new 
business, they make periodic claims to the subsidy administrator for subsidy reimbursement).  

 
Option 4 
 
18. Admin cost estimates for Option 4 were developed by taking the Option 2 and 3 estimates and i) 

adjusting cost lines where resource requirements were likely to be higher or lower, ii) adding any 
new cost lines, and iii) subtracting any cost lines which were not applicable. A general assumption 
is that Options 2, 3 and 4 are all broadly similar in terms of the numbers of households targeted. 
Option 4 involves an administrator and a regulator to oversee the flood insurance obligation; 
though many of their activities are similar to those under Options 2 and 3.  

 
Annual running costs of the obligation scheme (incurred by regulator) 
 
19. Costs are as for Option 3, except as follows: 
 

• The “Processing reimbursement claims” line is replaced with a requirement to set annual 
obligations per insurance company. Once the overall size of the market has been determined 
it will be up to insurers to calculate their obligation according to their market share.  This is a 
less onerous requirement which will be done once per annum. In the absence of firm 
evidence it is assumed for now that the cost is half the requirement to handle new business 
under the pool option (Option 2). 
 

• Analysis and forecasting will be less onerous than under Options 2 and 3 as administration of 
a levy to subsidise insurance premiums is not required under Option 4. In the absence of firm 
evidence it is assumed that analysis and forecasting costs are halved compared with Options 
2/3. 

• Reporting and auditing requirements are likely to be more onerous than under both Options 2 
and 3, because of the need to positively verify some insurers’ performance against their 
obligations (insurers will tell the regulator if they are non-compliant, and a risk based 
approach would be taken for those that are compliant). Again, it is assumed for early analysis 
that costs are double those of the pool option (Option 2). This means they are four times 
higher than under the subsidy option (Option 3), which had assumed costs were half those of 
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the pool. Three quarters of this cost will fall on the industry, who will determine market share 
and the quota for insurers, and one fourth on the regulator, who will enforce compliance. 
 

• Overheads are now based on a total FTE of 38 rather than 43 for Option 2 and 121 for Option 
3, which reduces the overhead cost proportionately compared with those options. 

 
One-off setup costs of establishing the subsidy scheme (incurred by administrator) 
 
20. The costs of contracting a third party to deliver the subsidy administration service under Option 3 

are replaced with a requirement to establish legal arrangements for the regulatory model. These 
are assumed to be the same in magnitude as under Option 2 to set up a pool. The cost of 
supplying the reference model is similar to that under Option 3 (estimated at £10m based on 
Environment Agency advice) is then added to the staff time cost (which is 30 days x £500/day). 
However, like Option 3, there is no requirement under Option 4 to effect a one-off transfer of 
insurance policies to a pool, as there was under Option 2. 

 
One-off costs to companies and brokers 
 
21. Training and software change costs are assumed to apply, as for Option 3 and at the same overall 

cost. 
 
Ongoing costs to companies and brokers 
 
22. Costs to companies and brokers associated with sales are assumed to be significantly higher 

under the regulatory Option 4 than for Options 2 and 3, because of the obligation for companies to 
target flood risk customers and adjust terms to ensure sales are made. In the absence of any 
evidence however, a simple 100% increase in cost is applied compared with Options 2 and 3 
(which both have the same cost). This implies an extra 1 FTE for each of 20 participating 
companies, doubled to account for associated brokers.  

 
Lower estimates 
 
23. For the lower admin cost estimates, the staff cost rate used for most of the administrative functions 

(those costing £242/day under the upper estimates, derived from the initial ABI analysis of pool 
costs) was halved, to £121/day. In annual terms this is equivalent to a reduction from £54,348 pa 
to £27,174 pa. This adjustment was carried out because the initial (what became the “upper”) rate 
was felt to potentially overstate admin costs if applied to the majority of tasks. Conversely, the 
“lower” rate may understate costs but the two rates are felt to be plausible bounds on the likely 
range. 

 
24. The lower and upper cost estimates of developing the reference model provided by the 

Environment Agency depend on the methodology used. If the model is developed based on their 
current models then its estimated cost is £10m but if a completely new model is developed its cost 
would be £13m. 
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Annex 6: Effects of the price of insurance on property values 

1. If insurance becomes significantly more expensive then economic theory would suggest property 
values will fall to compensate1. Under the usual economic assumption of rational economic agents, 
this fall will equal the present value of the future increases in the price of insurance. This will leave 
the cost of living in a house unchanged in the long term since the increase in premiums will be 
offset by an equal decrease in housing costs (e.g.mortgage payments). 
 

2. Theory would also suggest a redistribution of wealth among households according to any changes 
in the value of residential properties. Families already living in a flood prone area will tend to see 
the value of their assets decrease while those living in a “safer” area increase. If a householder 
wants to sell his property, he will benefit or not from this change in values depending on whether 
his property is in a low or high risk area. In the short term this may work against adaptation to 
better information and mapping of flood risks, since leaving the flood plain will become more 
expensive. In the long term however, these price changes are incentives to increase the supply of 
homes in low risk areas and reduce it in high-risk ones, offsetting initial price impacts.  

 

3. Although the theory therefore suggests potential for some important market changes, it is important 
to groundtruth this empirically. This can be done using known estimates of potential insurance 
price changes and property values. If the average price for cover for buildings, including combined 
and “buildings only” policies, is now £322 and this price increases to £1,153 in a risk reflective 
market for the 350.000 households at the highest risk of flooding in Great Britain2, to £910 under 
Flood Re and to £567 if the “obligation” was chosen, then the fall in the value of their properties 
would be around £23,000-£24,000 in the case of a free market, £16,000-£17,000 in the case of 
Flood Re and £7,000 in the case of the “Obligation”3. (That there are impacts for Flood Re and the 
Obligation reflects the fact that these policy options do not fully replicate the existing cross-subsidy 
in the flood insurance market; some premium increases still occur relative to the situation under the 
Statement of Principles). This means that, on average and assuming there is a link between 
insurance and property prices in practice, a £245,0004 house would lose 9.6% of its value if the 
market moved to a fully risk–reflective position, 6.8% if to Flood Re and 3% in the case of the 
“Obligation”. Although averages, the striking thing about these figures is that they are relatively 
modest, particularly when considering the impact of a fully risk-reflective market. 

 
4. Given that house prices have increased at an annual rate close to 5.8%5 since 2002, this means 

that households might recover any nominal loss of value of their property in 1.7, 1.2 and 0.5 years 
in the cases of fully risk-reflective prices, Flood Re and the “Obligation” respectively. That is, from 6 
months to two years. The time they would need to wait to recover the real value of their property, 
that is, allowing for inflation (assuming an annual rate of 2.5%), would be one, two and three (0.9, 
2.0 and 2.9) years in the case of the “Obligation”, Flood Re and a fully risk-reflective market, 
respectively. See Table 10. 

Table 9: Effects of the price of insurance in property values (assuming property lives of between 80 and 100 years) 

years 80 100 average 

interest rate 3.50% 3.50% 3.50% 

Present value of the 
increase in premiums 

RRP £23,004 £23,784 £23,394 

Obligation £6,797 £7,028 £6,912 

Flood Re £16,287 £16,839 £16,563 

                                            
1 The empirical evidence on this is, however, mixed. For a survey of findings in both sides see J. Lamond (2008) and Chen et al. (2011). In the 
case of flood insurance, an increase of a few hundreds of pounds a year in insurance is not likely to have a big impact in a property valued at 
some hundreds of  thousands of pounds. A flood episode is likely to have a bigger impact even though evidence suggests this is often not long-
lasting.  
2 Considered insurable, that is, at a risk lower than 1 in 10 years. 
3 In both cases considering a 3.5% discount rate and that houses have an economic life in the range 80 to 100 years. 
4 Average price of a house in the UK by mid 2013. 
5 As an average of the figures provided by the Land Registry, 5.6%; the ONS, 5.9%; Halifax, 5.7% and Nationwide, 6.0%. 
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Average price of a house £244,525 £244,525 £244,525 

Present value of the 
increase in premiums as 
a percentage of the 
price of a home 

RRP 9.4% 9.7% 9.6% 

Obligation 2.8% 2.9% 2.8% 

Flood Re 6.7% 6.9% 6.8% 

Number of years to 
recover its nominal 
value 

RRP 1.6 1.7 1.7 

Obligation 0.5 0.5 0.5 

Flood Re 1.2 1.2 1.2 

Number of years to 
recover its real value 

RRP 2.8 2.9 2.9 

Obligation 0.8 0.9 0.9 

Flood Re 2.0 2.1 2.0 

 
5. This analysis suggests that even if changes in the flood insurance market will affect property 

values, they will not have a very significant impact, on average.  
 

6. A further question is whether price impacts in the range 3-10% will be noticeable in the market. In 
the 125 months from September 2002 to January 2013, house prices have changed by around 5% 
in annualised terms. However, there is a great variation around this average and this high variation 
may also mask the effect of changes in the price of insurance on property values. The standard 
deviation around the average change is around 6%. This means that in most months (in the period 
studied since 2002) property values changed from -1% to 11%. Months when house prices 
increased by more than 8% were relatively frequent. Therefore, it is possible that any changes in 
property values as a result of changes in the flood insurance market would not be noticeable, and 
(e.g.) the seller of a property would think that they had sold it at a price consistent with their 
estimation of its market value. Knowing the average market change and its standard deviation, we 
can construct a 50% interval, that is, an interval reflecting those price changes that are more likely 
than not to be considered as normal price changes in the UK market. This is set out below in Table 
11. 

 
7. It is important to note that this analysis is based on a rational and detached economic interpretation 

of insurance prices, assuming these are known. In practice there may be some initial instability in 
local property markets if agents (home buyers, mortgage lenders etc) take some time to know or 
assimilate pricing information and reach rational conclusions about their true implications. This 
potential for short-term instability is acknowledged in the options assessment in the main body of 
this Impact Assessment. 

Table 10: Probability that a change in property value is unnoticed by the owner 

Number of 
months 
unnoticed 

Probability the effect on 
property values goes 
unnoticed 

Months considered 125   
RRP 30 24% 

Obligation 83 66% 
Flood Re 49 39% 
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Annex 7: Extending the time frame beyond 10 years 

1. Improved information and mappings on flood risk will allow insurers to price households according to 
their risk. For most households this will mean lower insurance prices but for some, those at a 
significant risk, it may result in an abrupt increase in the price of their insurance. While in the long 
run this will set the proper incentives for an efficient management of flood risk, in the short term 
many households at risk would be trapped by decisions made when that information was not 
available. Reversing those decisions takes time but the aim of the Government is to make flood 
insurance affordable during a transition to the new market equilibrium. 

2. This will be done by setting a financial pool that will reinsure at below market prices households at 
significant risk of flooding, Flood Re. An Obligation would act as a fall-back option in case Flood Re 
does not deliver acceptable results. Policy is meant to be transitional giving households at risk time 
to adapt. It will be revised every 5 years and, at any one of these revisions, policy can be changed. 
The intention set out in the MOU agreed in June (Annex 10) is for Flood Re’s benefits to be phased 
out within 20-25 years. The duration of policy life is therefore undetermined. 

3. In the main body of the Impact Assessment we have considered a 10 year scenario because it is the 
default for Government when the duration of policy cannot be known in advance. We will picture in 
this annex how things might look in a different scenario. 

4. To see the likely evolution of policy in the case the default 10 years policy life is surpassed, we have 
developed a 25 years scenario. Policy will gradually be phased out in these years and, as 
households adapt, the protection they enjoy from Flood Re or from the Obligation will gradually 
reduce until they disappear altogether. The benefits will therefore decrease in time while, although 
some costs will also reduce over time, other costs will stay constant till a point, towards the end of 
the transition period, value for money disappears. Even though at present the transitional 
arrangements have not yet been decided, this exercise has been carried under the simplest 
hypothesis: the protection will be lowered by one fifth at every revision. 

5. Two additional assumptions have been made: 

a. In a 25 years period most of the people who live in flood risk areas will have moved1. This 
will reduce the participation benefits. 

Table 11: Length of residence of home buyers 

X 
5 years 10 years 15 years 20 years over 25 

years 

Percentage of owner 
occupiers* buying with 
a mortgage still living 
in the property X years 
after buying it 

71.3% 43.0% 27.8% 14.8% 9.2% 

Source: English Housing Survey, full household sample (2011-2012). Dpt. of Communities and Local Government. 

 *From a sample size of 7,388 households 

b. The number of households will increase every year by 0.8%, which is the average annual 
increase in the number of households from 1999 to 2009. 

Table 12: Annual increase in the number of households in the UK 

Number of 
households 

(in millions) 

1999 2001 2003 2005 2007 2009 Average 
annual 
increase 

United Kingdom 25,095 25,462 25,799 26,198 26,652 27,108 0.77% 

                                            
1 To calculate how many of them we have used the proportions of the English Housing Survey 2011-2012 published by the Department of 
Communities and Local Gov. 
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England 20,927 21,207 21,481 21,805 22,190 22,564 0.76% 

Wales 1,259 1,275 1,289 1,305 1,323 1,338 0.61% 

Scotland 2,303 2,314 2,349 2,389 2,430 2,469 0.70% 

N. Ireland 636 .. 679 698 713 737 1.48% 

Source: Regional Trends, 2010. Communities and Local Government; Welsh Assembly Government; Scottish Government; Department for 

Social Development, Northern Ireland 

Flood Re 

6. As said above, we will assume that Flood Re threshold premiums will be increased every 5 years by 
a fifth of their difference with risk reflective premiums. This increase will take place uniformly across 
all council tax bands. After 25 years, premiums in Flood Re reach their market value and Flood Re 
will disappear2. 

7. The evolution of premiums is shown in the table below. On average, they increase by 10% every 5 
years even though this increase is higher for households in the lower council tax bands as they start 
from lower premiums3. 

Table 13: Premiums of a combined policy in Flood Re 

CT Band A B C D E F G Average 
First 5 years £650 £650 £720 £800 £920 £1,100 £1,550 £815 

Years 6 to 10 £748 £753 £813 £898 £1,022 £1,192 £1,610 £911 

Years 11 to 15 £846 £856 £906 £996 £1,124 £1,284 £1,670 £1,007 

Years 16 to 20 £944 £959 £999 £1,094 £1,226 £1,376 £1,730 £1,102 

Years 21 to 25 £1,042 £1,062 £1,092 £1,192 £1,328 £1,468 £1,790 £1,198 

Risk reflective 
market 

£1,140 £1,165 £1,185 £1,290 £1,430 £1,560 £1,850 £1,293 

25 years 
increase 

75% 79% 65% 61% 55% 42% 19% 59% 

Average 5 
years increase 

12% 12% 10% 10% 9% 7% 4% 10% 

 

8. As premiums increase every 5 years fewer households buy home insurance. Also, some of the initial 
Flood Re customers move from their properties in the policy’s 25 years life (only 9% of the people 
who buy a home still live in it after 25 years). Because of both effects, benefits4 decrease from the 
start of Flood Re till the end of its life while, although costs also reduce over time they do so more 
slowely. 

9. As a result of the effects described, and on the illustrative assumptions set out above, participation 
benefits of Flood Re between years 20 and 25 are only 6% of what they were in the initial 5 years 
and equity benefits only 19%. This makes total benefits 16% of their initial value and costs 70% 
bigger than benefits.  

                                            
2 If we had assumed any other rate, like increasing premiums by a tenth of the difference with risk reflective values, then policy would last 
longer: 50 years in the case of a tenth of the difference. 
3 Because they enjoy a greater protection from the beginning, the implicit subsidy is higher for lower bands and they have to cover, in the same 
time, a greater difference between Flood Re and risk reflective premiums. 
4 Benefits, as in the main body of the IA, are participation and equity benefits. The former are the benefits arising from keeping households in 
the market while the latter come from the redistributive effect of subsidising more intensely policies in the lower council tax bands. 
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The flood insurance obligation 

10. The flood insurance obligation is a fall back option. It will come into force if, for any reason, Flood Re 
doesn’t deliver the expected results and pricing in a free market proves unacceptable. Because of 
this, we cannot know the timing of the obligation but we will nevertheless carry a similar 25 years 
exercise. We will assume that: 

a. It will start in year 1 and last 25 years. This hypothetical time framework will obviously 
need changing depending on when the obligation comes into force. 

b. Every 5 years the obligation will be revised lowering the number of properties in the 
Register till ending policy in 25 years. 

c. Accordingly, the number of the households in the Register qualifying for quota purposes 
will be lowered every 5 years by, approximately, 100,000 at each revision. Choosing which 
100,000 defines the options explored: 

i. Option 1: starting by removing from the Register those households at a lower risk, 
just above 1%. 

ii. Option 2: starting by removing from the Register those households at the highest 
risk. 

iii. Option 3: gradually lowering the target of policies in the Register till reaching the 
number insurers would sell in a “free” market5. 

11. Simulating the effects of these Options, and using some broad-brush assumptions about the levels 
of knowledge of flood risk among both Government and insurers, demonstrates that they would 
have different effects on the affordability of insurance over time. For this illustrative analysis, we will 
use Option 3 in our 25 years scenario. The target number of policies insurers have to sell to 
customers in the register will be lowered by one fifth of its difference with the risk reflective market.. 

12. The flood insurance obligation does not have a built-in redistributive mechanism as is the case for 
Flood Re, so we will assume that we have only participation benefits, that is, those benefits arising 
from keeping households in the market as in the case of Flood Re. 

13. The benefits depend directly on the value of the obligation. The results in the first two columns in the 
table below are for an obligation that keeps in the market 75% of the currently insured households in 
the first 5 years. In terms of the proportion of households in the Register insured it will be lower. For 
example, if current take up is 83% this means that insurers will be obliged to insure 62% of the 
properties in the Register. An obligation aiming at keeping all households currently insured in the 
market will deliver higher benefits the first years but they will fall in a similar proportion. 

                                            
5 This way the number of insured policies does not drop by a fifth every five years but by a fifth of the difference between the initial quota and 
the number sold in a “free” market. 
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Table 14: Evolution of the flood insurance obligation participation benefits 

 A 62% obligation A 83% obligation 

Annual 
benefits 
(£ millions) 

Participation 
benefits 

(%) change 
from previous 
period 

Participation 
benefits 

(%) change 
from previous 
period 

First 5 years 5.7  16.8  

Years 6 to 
10 

3.8 -32.3% 12.4 -26.2% 

Years 11 to 
15 

3.0 -21.2% 10.3 -16.9% 

Years 16 to 
20 

2.1 -30.7% 7.3 -29.1% 

Years 21 to 
25 

1.1 -48.5% 3.8 -47.9% 

In the 25 years period -81.0%  -77.4% 

14. Even though this is a hypothetical case and results will differ for different values of the obligation and 
other assumptions, benefits drop by around 80% over the 25 years. With other values for the 
obligation the benefits could be bigger or smaller at the start, but they would follow a similar 
evolution. 

Conclusions 

15. Policy is intended to be revised every 5 years. We have simulated what will happen beyond the 10 
years framework initially assumed. We have explored a 25 years scenario with the simplest 
transition mechanisms both in Flood Re and the obligation: every five years protection to 
households at high risk is lowered by one fifth till disappearing in 25 years. We have also introduced 
some hypotheses regarding growth in the number of households in the UK, the specific value of the 
obligation or people moving from their homes. These assumptions influence the results. 

16. Our main conclusion is that, for both Flood Re and the Obligation, benefits decrease in time till 
disappearing in 25 years. Costs would also reduce, but at a slower rate, thus worsening the cost-
benefit ratio for all policy interventions over the 25 year period. The Government of the day would 
therefore need to consider the costs and benefits when taking decisions about the pace of phase-
out, for either Flood Re or the Obligation, over its lifetime.  
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Annex 8: Pricing impacts of Flood Obligation  

1. This paper sets out the economic analysis of the Flood Obligation in terms of its impact on the price 
of insurance, the time it will take the market to adjust to obligation prices, and subsequently the 
predicted impact on those households at higher risk of flooding. In addition it explores potential 
adverse impacts of the policy, associated with a move to a risk reflective market, and proposals for 
how to mitigate these.  

2. The data feeding this analysis comes from the 2011 Food and Living Costs Survey published by the 
Office for National Statistics. Prices in this dataset refer to all households independently of their risk 
level while prices in the main body of this impact assessment refer only to those 500,000 households 
at the highest risk of flooding. In addition, the analysis in this annex has been carried out using 
demand curves estimated with this data, instead of demand elasticities as used in the body of the 
Impact Assessment. Due to this the prices referred to in this annex are not directly comparable with 
those stated for Flood Re. 

3. Improved information and mapping of flood risk will allow insurers to price household buildings and 
contents insurance relative to risk. For most households this will mean lower insurance prices but for 
those at a significant risk of flooding it may result in an abrupt increase in the price of their insurance. 
 

4. While in the long run this will encourage more efficient management of flood risk, in the short term 
there could be a significant impact on the affordability of insurance for those households at risk who 
might be disadvantaged by decisions made when that information was not available. 

5. The intention of the Flood Insurance Obligation, as a 20-25 year transitional policy, is to create a 
separate market replicating the current levels of take-up for high flood risk households, such that 
insurers will be compelled by law, to insure a proportion of high-risk properties (in line with their 
market share), or face potential regulatory penalties. The aim to ensure availability and affordability 
of insurance for as many households at risk as set in the obligation target, with insurance companies 
competing on price in order to fulfil their quota. 
 

Impacts of the obligation on prices  
 
6. To date, the lack of detailed information on flood risk has resulted in an informal cross subsidy where 

households at low risk were informally subsidising those at higher risk such that they paid broadly the 
same premiums. Under the obligation, higher risk properties on the register will be charged the 
current average price plus a surcharge (plus some other amount dependant on the past record of 
floods in that location). Our analysis also suggests that those not on the register, considered to be of 
lower risk, will receive a small discount compared with current prices, as the informal cross-subsidy 
needed to support future pricing for higher risk properties under the Obligation would be smaller than 
the cross-subsidy which exists in the current market (which the ABI estimate at around £10.50 per 
household policy).  
 

7. The estimated number of UK households which could be considered at risk of flooding from rivers 
and sea, totals approximately 2 million, around 7.5% of the total number of households 
(approximately 28 million) in the UK. The majority of these are in England (see Table 15 below).  
 
Table 15: Estimated breakdown of households at risk in the UK1 (River and coastal flood risk). 
 

Country Households at risk 

Estimated Higher 

risk (over 1:100) 

households** 

Total number 

of  

households 

% of total 

households 

considered to be 

at risk 

England 1,805,023 416,532 23,187,930 7.8% 

                                            
1 Modelling within the Impact assessment uses household risk data for England and Wales only (Sources Environment Agency 2009 National 
Risk Assessment and Office of National Statistics regional trends) with the number of at risk households in Scotland and NI estimated in 
proportion. 
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Wales 150,016 24,971 1,390,110 10.8% 

Scotland 117,647 44,366 2,469,831 4.8% 

Northern 

Ireland 
34,686* 13,240 737,101 4.7% 

Total 2,072,686 499,111 27,784,972 7.5% 

Data collated from Rivers agency (2011) Preliminary Flood Risk Assessment and methodology for the identification of 
significant flood risk areas; Flooding in Scotland: A consultation on potentially vulnerable areas and local plan districts;  
Environment Agency 2009 National Flood Risk Assessment; Office of National Statistics Regional Trends. 
*Annual likelihood of flooding of 1:100 or greater (from rivers) or 1:500 (from the sea) 
** Due to the lack of comparable data, for modelling purposes figures for Northern Ireland and Scotland were estimated 
under the assumption that thigher risk (over 1:100) levels were proportionate to England and Wales. 

 
8. Without the obligation in place it is estimated that those households at a higher risk of flooding could 

face a large rise in policy costs over time, reducing affordability for some. Modelling (figure 3) 
estimates an average increase of 137% in the price of a combined policy (approx. £443) with the 
gradual move to a risk reflective market. 

 
9. The obligation will create a condition, such that, in order to be able to insure low risk properties, an 

insurer will have to insure a number of high risk households. Dependant on the composition of a 
company’s portfolio and the ability to trade high risk quota, this condition is expected to result in 
insurers offering each high risk household on the register a discount or rebate to the full price of the 
surcharge. This discount is estimated to reduce the increase in price (See figure 3) to approximately 
21% (approximately £60), which is comparable to the price increases likely under Flood Re (Table 
11). In addition this modelling suggests that a combined policy for lower risk households, in the move 
to risk reflective pricing2, will reduce by approximately 1/3rd of the value of the current cross-subsidy 
for households outside of the register.  

 
Figure 3: Price of a combined policy now and under an obligation to insure 76% of properties in the 
register (average price for a combined policy) 

                   

                                            
2 These prices are not directly comparable to those stated for Flood Re. The data feeding the analysis comes from the 2011 Food and Living 
Costs Survey published by the Office for National Statistics. Prices in this dataset refer to all households independently of their risk level while 
prices for Flood Re refer only to those 500,000 households at the highest risk of flooding. The analysis in this annex has been carried out using 
demand curves estimated with this data instead of demand elasticities as in the referred above chapter. 
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Note: Modelled under an assumption to ensure the quota is met. 

 
10. According to the model, the discount in prices for higher risk households will have an upper limit, 

influenced by a number of variables, including the size of the penalty for not meeting the obligation, 
the additional profit each high risk policy can bring through access to low risk households, and the 
price at which companies might trade their quota.  

 
Adjustment to obligation prices 
 
11. In Figure 3 the move from current prices to obligation prices (also called the equilibrium market) are 

indicated by a move from the blue (Price today) to the purple (Price with an obligation) line. Through 
modelling we estimate that the market will adapt to obligation prices in no less than 7 years, this 
reflects the timing of the market (annual renewals) and is under the assumption that from day 1 
existing customers at high risk will be charged the new higher obligation price (at the time of 
renewal), whilst low risk obligation prices are offered to new (low risk) customers only (see paragraph 
12). It is assumed that industry will behave in this way as it is the most cost effective method of 
introduction. This includes the assumption that penalties are set high enough for 100% compliance 
and prices for existing customers remain unchanged until the complete adjustment of the market.  

12. However there are a number of uncertainties around the 7 year estimate, mainly from the supply side 
of the market. The insurance industry is dominated by a few large suppliers, this weakens the 
competitive pressures. Insurance companies are generally reluctant to change prices and price 
strategies without serious consideration of the administrative and reputational costs and the reaction 
of other companies, in order to avoid market instability. This has not been modelled but builds on the 
theory of the Selten paradox which addresses reputational risk and gaming. Market monitoring has 
been built into the policy to enable these issues to be rapidly addressed should they arise. 
 

13. In addition to this consumers are generally reluctant to change companies unless the differences in 
price are significantly higher than the cost of searching for a better price. Searching for a better price 
is costly and time consuming and consumers may fear that a new product won’t match their needs as 
closely as the old one.  

 

14. It is worth noting that these pricing uncertainties do not apply to Flood Re. In contrast to the 
Obligation which our analysis suggests is likely to affect prices through a discount applied to the risk-
reflective price, Flood Re prices are determined by the thresholds decided by Flood Re itself and are 
therefore fixed when they come into force. In light of this, there is little reason to analyse the prices 
set under Flood Re or the time it will take for consumers and insurers to change to these prices. Our 
analysis of the different impacts of these policies on the market, and in particular on the take-up of 
flood insurance among higher risk households, are set out in this Impact Assessment.   

 
The impacts of improvements in Risk Mapping 
 
15. As information at the property level becomes more accurate and cheaper there is the potential for the 

market to move to risk relevant pricing. Monitoring the market in preparation for this move has been 
built into the policy and will support policy in preventing any adverse effects.  Figure 4 (overpage) 
illustrates the differences an obligation would have on the pricing impacts of a combined insurance 
policy under a risk reflective market with perfect information about flood risk. 

16. Two main risks to market stability could arise from this longer term scenario: 

a) It could result in lower prices for households at just above the risk threshold 

b) A “cliff” effect could occur where households in the register could end up paying less than 
households outside of the register to insure a similar property. 

17. These risks would, if they materialised, lead to some misalignment of incentives. However our 
analysis suggests that this scenario cannot materialise overnight as the move to risk reflective pricing 
is expected to be gradual, allowing remedial action to be introduced. In addition, should these risks 
materialise they would also gradually disappear as the policy is progressively phased out.  
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Figure 4: The impact of perfect information about flood risk on combined policy prices both with (purple) 
and without (blue) an obligation (assuming the obligation covers households with a risk of flooding 
greater than 1:100) 

          
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
   

18. The preferred option for mitigating these risks, should they arise, is for powers to be built into the 
policy which enables the obligation target to be sub divided according to the risk of flooding. This 
would increase the complexity of the register, subsequent enforcement and compliance and would 
require the mapping to be revised. However, this would allow properties at certain levels of risk to be 
weighted differently for the purposes of the Obligation which, if properly calibrated, would address 
risk a) above. In addition, although a marginal “cliff effect” (risk b) might still be seen at each 
threshold the overall impact would be reduced.  

 
Conclusion 
19. This policy aims to deliver a transitional arrangement which ensures insurance for those households 

at higher risk of flooding (over 1:100) remains affordable during the transition to a risk reflective 
market. Evidence suggests that adjustment to obligation pricing will be slow due to inertia in the 
behaviours of the industry and consumers. It is estimated that the adjustment to an equilibrium 
market will take no less than 7 years. The price increases to high risk households over the course of 
this adjustment will be limited (from 137% in the case of a move to a risk reflective market to 21% in 
the case of the obligation as an average for a combined policy), reducing the proportion of 
households who would have otherwise dropped out of the insurance market.  

20. Over time, under risk reflective pricing (at the property level), the market could become unstable. 
Monitoring the market, a key part of the policy design, can help prevent such developments within a 
reasonable time frame, and suitable deterrents can help to guard against suboptimal pricing 
strategies. To further mitigate the potential risk of market instability, it is proposed that there is no 
intervention on day 1, but that reserve powers to introduce weighting are built into the obligation 
policy following market monitoring. 
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Annex 9: Equalities impact assessment – flood insurance 

 
Summary 
The Equality Duty protects nine different characteristics: Age, Disability, Gender reassignment, 
Marriage and Civil Partnership, Pregnancy and maternity, Race, Religion and belief, Sex, Sexual 
orientation. This paper summarises the Government’s assessment of the potential impact on the 
nine protected characteristics of flood insurance policies (on Flood Re and the Flood Risk 
Obligation). We compared the impacts of the two policies against the impacts of the free market, as 
outlined in the wider Impact Assessment. 
 

1. We ruled out any impact on the following groups: Gender reassignment, Marriage and Civil 
Partnership, Pregnancy and maternity, Religion and belief, Sex, Sexual orientation.  

2. We considered currently available evidence to determine whether the policies would affect 
the following groups: Disability, Age, Race. 

It is important to distinguish the impacts of a flood event from the impacts of the policies themselves. 
A substantial body of literature exists already on the mental health and social impacts of a flood 
event, which can be felt particularly acutely by the elderly and the disabled. This evaluation has 
focussed on assessing the impact of the two policies (which are primarily financial interventions), 
such as whether they would create practical difficulties or financial disadvantages, for any of the 
protected groups. Instead we have highlighted some key reports available on the impact of flooding 
in the reference section. 
 
Disability 
This is a very broad category which includes physical disabilities such as colour blindness and 
learning disabilities such as dyslexia. Obtaining household insurance requires a person to read and 
understand complex information, and shop around for the best insurance deal and make a decision 
based on a range of factors. Some disabilities could make tasks such as checking online flood risk 
information, conducting an online price comparison, contacting a broker, negotiating with insurers 
and reading and understanding policy details difficult.  
We think there should be very little change in the ‘customer experience’, because people will 
continue to seek insurance in the same way as before (insurance can be obtained online, on the 
phone or via a broker). However, we consider that under the free market and the Obligation, on 
average people might choose to carry out slightly more price comparison activities than those 
insured under Flood Re. However, the competitive environment under the Obligation should lead 
insurers to increase efforts to win the custom of households at higher risk of flooding. As such, we 
would expect companies to go further in their attempt to provide a customer experience that 
respects and addresses the needs of individuals on the register. People might also be more likely to 
choose to commission information on flood risk than at present, should they wish to opt-in to the 
register, for example.  
There are several ways in which these risks could be mitigated. Risk management authorities can 
continue to ensure that they follow standard Government accessibility guidelines when making flood 
risk information available (for example offering the information in both written and map format).   
 
Age 
Children would not be directly influenced by flood insurance policies because they do not purchase 
home insurance. They could be indirectly influenced if there are impacts on parental finances; 
however we were unable to find robust evidence linking family size, deprivation and flood insurance 
costs.  
As discussed in the disabilities section above, there may be some impact on older people on 
shopping around for an appropriate policy, under the free market or the Obligation. In terms of the 
financial impact of the policies, evidence shows that older people tend to live in lower value 
properties (see references 1 and 2). Under the Obligation, where two properties on the register differ 
in value, insurers may prefer to provide cover to the lower value property due to smaller potential 
claims, benefitting older people. Under Flood Re, support would be targeted by council tax band and 
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therefore older people living in lower value properties would be likely to benefit from discounted 
premiums.  
 
Race 
We expect little or no direct impacts on racial groups. We recognise that anyone that has only 
limited English, or speaks English as a second language, could experience difficulties with finding or 
fully understanding the details of appropriate policies. This would not be substantially different to the 
current situation under any of the flood insurance policies, but the free market or the Obligation 
policies could see people conducting more price comparison to get the best deal. 
In terms of the financial impact of flood insurance policies, there may be a link between racial 
groups in terms of population distribution and occupancy trends.  Different flood insurance policies 
could have an impact on different racial groups, if for example some racial groups tend to live in 
urban areas or tend to live in deprived areas.  
 
References and key points 

1. A market monitoring study commissioned by Defra (2013) and conducted by JBA explores the 
level of difficulties that people may face when searching for suitable insurance, particularly if they 
live in areas that are recognised by insurers as at flood risk.  

2. Joseph Rowntree Foundation report (1996) Local tax benefits. 
http://www.jrf.org.uk/sites/files/jrf/1577-local-tax-benefits.pdf  

• 5,740,833 households in Britain had a low income and lived in bands A–C (including 
2,898,888 pensioner households) and that 181,450 households in Britain had a low 
income and live in bands F–H (including 101,008 pensioner households).  

3. Office for National Statistics (2013) Home ownership and renting in England and Wales – 

Detailed Characteristics http://www.ons.gov.uk/ons/rel/census/2011-census/detailed-
characteristics-on-housing-for-local-authorities-in-england-and-wales/short-story-on-detailed-
characteristics.html  

• 76 per cent of those aged 65-74 owned their own homes - the highest across all age 
groups.  

4. Office for National Statistics (2010) Focus on Older People 
http://www.ons.gov.uk/ons/rel/mortality-ageing/focus-on-older-people/older-people-s-day-  

• In 2008, the average weekly expenditure of households headed by someone aged 65 to 
74 was £354, of which 32 per cent was spent on food and non-alcoholic drink, domestic 
energy bills, housing and council tax. For households headed by someone aged 75 or 
over, average expenditure was £217 per week, of which 40 per cent was spent on food, 
energy bills, housing and council tax. 

• In 2008/09, an estimated 1.8 million pensioners in the UK were living in poverty according 
to the most commonly used official measure (less than 60 per cent of equivalised 
contemporary median income after housing costs). 
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Annex 10: Memorandum of Understanding 

FLOOD RE PROPOSAL: MEMORANDUM OF UNDERSTANDING 
 
The purpose of this note is to set out a joint understanding of how Flood Re might operate in order to 
help progress the development of the Government’s policy in this area. This should not be construed as 
a legally binding agreement or as a step taken towards such an agreement and does not entitle the ABI, 
the Government, or any other legal entity or individual to take any enforcement action with respect to this 
MOU. The model for policy development is as follows.  
 

1. The industry will establish Flood Re as a not-for-profit entity, owned and managed by the industry 
itself, with the aim of providing affordable flood insurance to households at high flood risk. As it is 
expected that the Office of National Statistics will classify some of Flood Re’s funding as tax, 
there are implications for Flood Re’s operational arrangements and governance to provide 
accountability for public resources which would in turn be likely to affect whether Flood Re is 
classified as a public or private sector entity for the purposes of compiling the national accounts. 
Flood Re will be a transitional measure, with its benefits for high flood risk households phased 
out within 20-25 years.  

 
2. Insurers will be able to put into Flood Re domestic flood risk policies that they assess as having a 

technical flood risk premium greater than the appropriate ‘eligibility threshold’. It will be entirely a 
matter for Flood Re itself to decide how Flood Re reinsures these policies. The Flood Re 
organisation will need to work with Government to agree arrangements to limit the impact of 
Flood Re on the public finances. Flood Re will also need to be established in such a way that it 
meets standards for accountability which are acceptable to Parliament.  

 
3. The 'eligibility thresholds' will initially be indexed to CPI. The industry will ensure that the flood 

risk element of prices paid by consumers for a combined policy ceded to Flood Re will not 
exceed, in 2013 money: Council Tax Band A £210pa, Band B £210 pa, Band C £246 pa, Band D 
£276 pa, Band E £330 pa, Band F £408 pa and Band G £540 pa. Band H properties1, properties 
built after January 2009 and genuinely uninsurable properties will be excluded from Flood Re.  
The industry will also ensure that there will be a standard flood excess in the range of £250 to 
£500 for policies ceded to Flood Re. 

 
4. Flood Re will charge each of its member firms an annual charge totalling £180 million, which will 

notionally equate to £10.50 in respect of each household provided with combined home 
insurance by that member firm. According to the ABI’s best estimates, the proposed levy is in 
accordance with the existing cross-subsidy for the 500,000 households expected to be ceded to 
Flood Re. Therefore this measure will formalise the existing cross-subsidy between low and high 
flood risk policyholders within the market, and can be introduced without impacting bills in 
general.  

 
5. The levy will remain fixed for 5 years. It will thereafter be re-negotiated between the government 

of the day and the industry.  

 
6. If and to the extent that the combination of  

 
a. the capped flood risk insurance premiums paid by customers whose flood insurance 

policies are placed within Flood Re and  
b. the proceeds of the levy  

 
turn out in any given year to be insufficient to fund Flood Re, then Flood Re will charge each of its 
member-firms an additional amount from their own resources to fund the shortfall, according to principles 

                                            
1 The industry’s proposal would also exclude Band I properties in Wales from Flood Re 
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that will be agreed between them, using a mechanism that will be consistent across the home insurance 
market, does not add to public borrowing or debt, and will ensure that the overall effect on insurers is 
neutral over time.  
The Government understands the requirement for insurers, on behalf of their shareholders, to minimise 
the potential volatility this could cause to the accounting treatment of member firms, and has committed 
to working with the industry in their efforts to find a solution to this.  
 

7. The Government, will:  

 
a. Introduce legislation in the Water Bill to ensure the industry levies in paragraphs 4 and 6 

are paid by all participants in the home insurance market, and to compel any insurer 
offering home insurance to participate in Flood Re (thereby curing the 'free-rider' 
problem), provided that Flood Re is established on the basis described in points (1) to (6) 
above;  

 
b. provide two letters of comfort to the industry, (a) stating the Government’s commitment to 

long term expenditures on flood risk management, committing to a specified level of flood 
defence expenditure for 2015/16 following the Government’s spending round in June 
2013; and to the policy set out in the National Planning Policy Framework, supported by 
the accompanying Technical Guidance, that inappropriate development in areas at risk of 
flooding should be avoided; and (b) recognising that Flood Re’s aggregate annual liability 
collectively to insurers would be capped at a monetary level equivalent to a 1:200 year 
loss scenario (i.e. the cost of claims in the worst 0.5% of years, as established by 
independent actuarial modelling at the start of each year; current modelling suggests 
claims of around £2.5bn). The market participants in Flood Re will not be liable for any 
liability to Flood Re above the 1:200 annual loss. Should claims on Flood Re exceed a 
1:200 level, the Government of the day would take primary responsibility, working with 
Flood Re and representatives of the insurance industry, for deciding how any available 
resources should be distributed to Flood Re customers. This will form part of a wider 
Government action to respond to such a national emergency in order to minimise loss of 
life and support the provision of essential services, as judged appropriate by the 
Government of the day. In the event that flooding in any year is on a sufficiently serious 
scale for Flood Re to consider a breach of the 1:200 level to be very likely, Flood Re 
would notify the Government of the day, triggering discussions between industry and the 
Government. Following the signing of this MoU, and before the establishment of Flood 
Re, the Government and the industry will agree and establish an appropriate process to 
ensure that the Government/industry discussions, once triggered, are conducted in an 
orderly and effective manner. The Government and ABI member firms will also work with 
regulators to design the implementation of Flood Re in a way that does not require 
insurers to hold any additional capital to cover any liabilities for customers with policies 
ceded to Flood Re, beyond that currently being held in the market;  

 
c. provide an address level council tax band database for England in an appropriate format 

to any insurer writing home insurance in the UK, and provide updates when appropriate, 
free of charge. Without this, Flood Re cannot operate in its current form. Similar 
arrangements will need to be agreed with the Devolved Administrations for Flood Re to be 
implemented across the UK;  

 
d. provide to insurers a surface water flood map for England by December 2013 and a 

combined map showing all sources of flooding for England by December 2015, and make 
available to insurers data showing, at address level, developments going ahead against 
Environment Agency advice. It is hoped that similar arrangements can be agreed with the 
Devolved Administrations. In return, the ABI will maintain and provide Government, free of 
charge, with a national database of individual property-level flood claims (whether policies 
have been ceded to Flood Re or not) by January 2014. In accordance with standards of 
public accounting, Government will also agree an open data access protocol with Flood 
Re;  
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e. work jointly with the insurance industry to seek the necessary State Aid approval from the 

European Commission;  

 
f. work with Devolved Administrations and the ABI towards delivering a UK wide flood 

insurance solution; and  

 
g. work with the ABI and the insurance regulators to ensure that Flood Re meets the 

requirements of prudential regulation of the insurance market.  

 
If Flood Re is agreed and an implementation plan set out, ABI members and Government agree their 
commitments from the 2008 Statement of Principles will be voluntarily rolled over until Flood Re is 
delivered and ready to operate (which we expect to be around June 2015), subject to satisfactory 
reviews of progress at designated ‘project milestones’ throughout the implementation of the model. 

 


